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ABSTRACT 


This thesis has examined various problems facing the not- 
for-profit sector and concluded that many of these relate to 
management deficiencies. One tool available to assist NFP 
managers is operational auditing. The author developed an 
operational audit model composed of four stages. The 
familiarization stage provides an overview of an organization 
and its operations. In the diagnostic stage, detailed 
questions are asked in order to identify specific practices 
and potential problems. In the critical evaluation and 
application stage, audit procedures are applied to problem 
areas identified. Finally, in the reporting stage the auditor 
presents findings and recommendations. This model was tested 
in an actual nonprofit hospital. Eleven specific problem 
areas were identified, and recommendations for improvement 
were offered. This test demonstrated that the audit model 
could be of significant help to a manager in improving the 
effectiveness and efficiency of his/her organization. 
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Z. ZMTSODUCTZOM 


A. annsAL 

The United States economy can be regarded as made up of 
three main sectors, the private for-profit sector, the public 
(governmental) sector, and the private not-for-profit (NFP) 
sector (Weisbrod, 1978). This research will focus on the 
private NFP sector. 

In the private for-profit sector, the profit is of 
paramount Importance to business entities. In this sector, 
decisions made by managers are intended to increase profit, 
and success is measured by the amount of profit that an 
organization earns. The private business sector could be 
divided into small and large business. Examples of small 
business would be boutiques, service stations, etc. Examples 
of large business would be IBM, MacDonalds, etc. 

The public sector is made up of governmental agencies at 
the municipal, state, and federal levels. Also categorized 
within the public sector is that group of business-like 
entities that are initially funded by governments, and then 
granted an objective of breaking even, e.g., the U.S. Postal 
System. The goal of this sector is to provide the society 
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with public goods' and services as the society considers 
appropriate. 

The private NFP sector stands between what the private 
for->profit sector offers and what the public sector offers, 
with the need to protect and cover the needs of the 
constituency. According to Arrow (1979), the goods and 
services provided by the NFP sector cover the spectrum from 
purely private goods to purely collective goods. In these 
organizations, the decisions made by managers aim to provide 
the best goods and services with the available resources. The 
output is measured chiefly by how much service these 
organizations provide and by how well these services are 
rendered. Part of the NFP sector includes organizations that 
are just instruments of promoting profit maximization for 
their members, e.g., trade associations. Another part of the 
NFP sector offers collective kinds of goods or services, the 
same as those provided by the pxiblic sector. Among these 
would be charities and organizations with such aims as 
preservation of the environment or civil liberties, e.g.. 
Green Peace, NAACP, etc. Then, between these two types, is a 
large number of NFPs, such as colleges, universities and 
private schools, hospitals, voluntary health and welfare 
organizations, churches and religious foundations, clubs and 

'a public or collective good is an economic good which 
can not be provided separately to each individual, and whose 
consumption by one person does not diminish the amount 
available for others. An example is National Defense 
(Friedman, 1989). 
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social organizations, etc. These categories are differen¬ 
tiated by purposes or functions or by sources and uses of 
revenues (Tsaklanganos, 1979). 

According to B.A. Heisbrod (1978), the need for the goods 
and services offered by the NFPs is enormous. The gap between 
private goods and public goods has to be covered. The private 
sector provides goods to the extent that it is profitable to 
do so, while in the public sector a democratic society sets 
limitations on its leaders as to the amount and quality of 
collective goods and services its government can offer. The 
existence of the private NFP sector is due to its ability to 
meet other needs. It satisfies some of the public demand for 
collective goods that are unsatisfactorily dealt with by 
government, and it satisfies the consumer's demand for private 
goods that are not provided by the private sector. That is 
the basic significance of the NFP sector. (Weisbrod, 1978) 

The size of the NFP section is significant. As of 1985, 
there were about 886,000 NFP organizations, and their 
aggregate total revenue was over $796 billion. This equalled 
almost 20% of the revenue of all business firms in the U.S. 
(Weisbrod, 1988). 

NFP organizations also employ about 30% of the nation's 
workforce. Table 1 shows the changes in the number of 
employees in NFPs over the decades 1970-1990, indicating that 


3 








TABLE 1 

ESTIMATED EMPLOYEES ZM MOMPBOTZT OEOAMISATZOMS 


1 

Muaber of Employees 
(millions) 


1970 

1980 

1990 

state and local government 

2.6 

4.9 

4.1 

Federal govei-nment 

5.7 

4.7 

4.2 

Health Services 

4.4 

7.3 

7.9 

Education 

6.1 

7.7 

9.3 

Welfare and religions 

0.8 

1.6 

2.2 

Other 

LlS. 

3.2 

3.9 

Total Non-Profit 

21.1 

29.4 

31.6 

Total employeed 

81.8 

101.4 

122.5 

Non-Profits as a percent of 
total 

26% 

29% 

26% 


Sources: U.S. Bureaus of Labor Statistics, Employment 

and Earnings, and U.S. Bureau of the Census, 
Public Employment, as reproduced in Statis¬ 
tical Abstract of the United States, 1982- 
1983, and 1992. 









health services and education eaploy the largest number of 
individuals (Anthony and Young, 1984). The reader can notice 
that only the federal government has seen a steady decline in 
the number of employees. Despite this, the federal government 
remains by far the largest single NFP in terms of total 
budget. The largest department in terms of employees is the 
Department of Defense, which in 1983 spent $260 billion and 
had 3 million military and civilian employees. The Department 
of Health and Human Services spent more money ($268 billion), 
mainly because of the sizable amounts it disbursed for 
transfer payments, such as those for welfare, social security, 
and research grants; however, it has far fewer employees 
(160,000). There are about 80,000 government units (e.g., 
states, municipalities, etc.) in the U.S. below the federal 
level (Anthony and Young, 1984). 

In the U.S. today, there are more than 7,000 hospitals. 
Some 5,900 of these are general hospitals, widely referred to 
as community hospitals. Community hospitals represent three- 
quarters of total industry bed capacity and their expenditures 
of $116 billion in 1983 represented 85% of the industry total. 
(American Hospital Association, 1983). Of these, about 1,700 
are government-owned, and 800 are proprietary (investor-owned) 
hospitals. The remaining 3,400 general hospitals are 
voluntary NFP enterprises, which account for more than 70% of 
patient admissions and nearly 80% of the total assets of 
community hospitals (Seawell, 1987). Table 2 is a composite 
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TABLE 2 


HOSPITALS BY TYPB OP OHMBBSHIP 



aov«riui«nt Ownership: 



a. 

Federal 




1. 

Army (Continental U.S. (Conus), Overseas) 




2. 

Navy, Air Force, Veteran's Administration 




3. 

Public Health Service (Indian Service, Marine 
Hospitals, etc.) 




4. 

Department of Justice (Prisons) 



b. 

State (Long-term psychiatric, chronic, and other 

State university medical school hospitals) 



c. 

Local 




1. 

Hospital district or authority 




2. 

County 




3. 

City/County 




4. 

City 



Non* 

•Oovemment Ownership: 



a. 

Voluntary (Not for profit) 




1. 

Church-affiliated (Roman Catholic, Salvation 

Army, Lutheran, Methodist, Baptist, 

Presbyterian, Latter-Day Saints, etc.) 




2. 

other (Community, Industrial, Kaiser Plan, 

Shriners', etc.) 



b. 

Proprietary (For profit) 




1. 

Individual owner 




2. 

Partnership 




3. 

Corporation (Single Chain) 



Source: Longest, B.B., Jr., Principles of Hospital 
Business Office Management, Chicago: Hospital Financial 
Management Association, 1975. 
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of American hospitals by type of o%mership. The operations of 
hospitals of all types are directed to the saving of lives, 
the healing of the sick, and the alleviation of suffering. 

B. THB B88BMCB OF THB PROBLEM 

Data continue to provide evidence that NFPs are faced with 
a problem. The problem is that a better job is done by the 
private for-profit and public sector in meeting the changing 
environment of the economy than by the NFP sector. The NFP 
sector—especially the small NFP—is most likely not to 
survive in the long run without crucial changes in direction 
and behavior. Hospital industry dynamics confirm this. From 
1965 to 1984 for-profit hospitals increased their bed capacity 
by 115%, while the not-for-profit hospitals increased by only 
12% (Foster, 1987). 

Nonprofit's operating efficiency is inferior to for- 
profits, because there is a lack of business discipline among 
NFP hospital managers (Clarkson, 1972 and Clark, 1980). 
Additionally, research on market efficiency has found that 
for-profits respond more quickly to changes in the demand for 
care than NFPs (Kushman and Nockton, 1977). This finding has 
been supported by Frost and Sullivan (1982), who suggest that 
for-profits have "staffing controls highly responsive to 
demand, as well as controls to help limit the length of stay." 

Since 1984, the situation has not changed. Inflation, 
unions, and increased demands for services cause problems for 
the NFPs (Herzlinger, 1979). The main problems are due to 
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poor management, poor fiscal controls, to be consistent and 
extreme government intervention (Henle, 1976 and Herzlinger, 
1979). 

The private for-profit sector has developed a system of 
enterprise having no parallel in the world. These enterprises 
are manned by managers trained in modern business techniques 
designed to make them more capeUale of making sound business 
and investment decisions that will help their companies to 
reach their objectives. Analyses of hospital management 
patterns have customarily predicted that for-profit hospitals 
will have management improvements before NFPs, because there 
are incentives to maximize profits, partly by reducing costs 
(Clarkson, 1972). A relatively recent statement of this 
proposition by Cook (1983) predicts that, on a cross-sectional 
basis, a significantly higher proportion of for-profits than 
NFPs will employ new management control strategies designed to 
reduce the cost of operations. 

These strategies include, but are not limited to, such 
things as system analysis, human resources analysis, and 
auditing. The public sector also employs a large number of 
these strategies. The last sector to grasp the benefits of 
these modern techniques is the NFP sector (Borst and Montana, 
1977). The bottom line is that major management concepts can 
and should be applied to NFP activities in the same pain¬ 
staking way as to profit-oriented entities (Newman and 
Wallender, 1976). 
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It is not the purpose of this research effort to examine 
all modem business techniques which can help to improve small 
NFPs' performance. The author's goal is to focus only on 
auditing, especially the operational audit. For, if the 
operational audit is useful in the private for-profit and 
public sectors, it might also prove beneficial to managers of 
small NFPs. 

C. OBJECTIVE 

The objective of this research effort is to develop an 
operational audit model useful for a NFP institution and to 
test this model on a real life organization. For this reason, 
the Community Hospital Foundation (CHF) has been selected. 
The CHF is a private NFP facility which is located in Carmel, 
California. It is the sole parent of Community Hospital of 
Monterey Peninsula (CHOMP), Community Hospital Endowments 
(CHE), and Community Hospital Properties (CHP), all of which 
report with combined financial statements. 

The CHF is composed of four departments. These depart¬ 
ments include the Research and Planning, the Finance and 
Accounting, the Nursing Services, and the Administration 
departments. All of these are under the administrative and 
financial control of the hospital's Administrator (President)/ 
CEO. For the purpose of this research effort only the Finance 
and Accounting department will be examined. The author placed 
himself in the role of the auditor and applied an operational 
audit model to this department of the hospital. 





D. MBTHODOLOOY 


Secondary sources were the basis for the background of 
this research. Data were collected from library journals, 
periodicals, and books. The author conducted a broad based 
literature search for information in several fields of 
concern. To begin with, a search of economic and management 
data was made in order to define and characterize a not-for- 
profit (NFP) organization. Next, data for the evaluation of 
the role of these organizations in the economy and their 
social context were collected. After this, accounting 
literature had to be reviewed to prove the need for an 
operational audit, how this type of audit came up, who was 
best able to carry it out, and what benefits are expected to 
arise from this type of procedure. 

With data from these areas, the author focused the effort 
on the small NFP. Marrying the various sources and refer¬ 
ences, including eight years of experience as a Supply Officer 
in the Hellenic Navy, the author came up with an audit model 
aiming to satisfy the needs of and considerations crucial for 
a small NFP. 

In the application of the model, the author put himself in 
the shoes of the auditor to perform an operational audit at an 
NFP hospital's department in accordance with the designed 
audit model stages. Many visits were made to the Community 
Hospital Foundation (CHF), Carmel, CA. In the on-site 
environment, discussions and interviews were conducted. 
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observations were made, and questionnaires were administered 
in accordance with the audit model stages. After having 
objectively evaluated the data obtained, the findings and 
recommendations were discussed in an exit interview with the 
VP of the finance and accounting department. The accounting 
department concurred with these findings and recommendations 
and a final report was submitted and released. 

E. BTRUCTUSZ OP THE THESIS 

The remainder of this thesis is organized as follows: 
Chapter II discusses what NFP organizations are, their 
organizational characteristics, their economic significance in 
today's society, the similarities and differences between for- 
profit and not-for-profit organization, and the problems as 
well as the future of the NFP sector. 

Chapter III examines the nature of operational auditing, 
and discusses the differences from the other types of audits. 
It argues the need for an NFP operational audit and discusses 
the qualifications that the auditor should have to perform the 
audit. Benefits, limitations, and applications of operational 
auditing are also discussed in this chapter. 

Chapter IV presents the model developed for the small NFP. 
It outlines the four stages which make up the operational 
audit model. These stages are the familiarization stage, the 
diagnostic audit stage, the critical evaluation and applica¬ 
tion stage, and the reporting stage. 







Chapter V introduces the Community Hospital Foundation 
(CHF) and presents data based on the application of the 
operational audit model to this real-life NFP. Its purpose is 
to test and demonstrate the practical usefulness of the model. 

Finally, Chapter VI states the conclusions and recommenda¬ 
tions for more effective and efficient application of the 
model. 
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ZZ. MOT-FOR-PBOFZT ORQRVZIATZON8 

The third sector of market institutions—the private not- 
for-profit (NFP) sector—is composed of organizations that are 
based largely on voluntary grants of money and of labor time 
to finance output. Their characteristic is their ability to 
meet the social needs of selective groups of society. This 
chapter will deal with the following questions: 

What are NFP organizations? 

What are their organizational characteristics? 

What is their economic importance? 

What similarities and differences exist between NFP and 

for-profit organizations? 

- What are the main problems threatening their existence? 

What are the requirements for their future? 

Since this research effort focuses on operational auditing in 
an NFP hospital, the author considered it appropriate to 
discuss some issues associated with those institutions. 

A. DBFZNZTZON 

There are many names under which the reader may find NFP 
organizations. The most common names are "nonprofit", 
"philanthropic", "charitable", "nonbusiness", "donative", and 
"altruistic" (Weisbrod, 1978). Although there may not be a 
consensus on terminology, there is agreement about the 
essential distinguishing characteristic of all NFPs: "An NFP 
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is, in essence, an organization that is barred from distribu¬ 
ting its net earnings, if any, to individuals who exercise 
control over it, such as members, officers, directors or 
trustees" (Hansmann, 1980). An NFP may make plans for and use 
an excess of revenues over expenses for any period, but the 
net income stemming from such excesses of revenues over 
expenses must be used to improve and expand its services. 
(Anthony and Young, 1984) Governmental entities, colleges and 
universities, many hospitals, and health and welfare agencies 
fall into this definition of NFPs. 

In this research effort, NFPs will be distinguished in two 
ways. First, NFPs will be categorized in terms of public 
support. From this point of view, they are distinguished 
between voluntarily and nonvoluntarily supported institutions. 
Examples of voluntarily supported NFPs are hospitals, 
churches, private colleges, etc. Nonvoluntarily supported 
NFPs comprise governmental entities supported by tax assess¬ 
ments. (Henke, 1977) 

Secondly, these organizations can be categorized in terms 
of the nature of support coming from their constituencies. 
For instance, some organizations, such as hospitals, are often 
expected to be self-sustaining in their normal operations, 
after getting an initial capitalization. Organizations that 
need full or partial operating support indefinitely belong to 
another group. Governmental units are supported by periodic 
tax assessments, and health and welfare agencies and other 
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organizations are supported by repetitive voluntary contribu¬ 
tions (Henke, 1977). 

In the United States, the tax laws specify that organiza¬ 
tions classified as nonprofit are "organized for charitable or 
mutual benefit purposes" (Weisbrod, 1988). The classification 
is useful for two reasons. First, the determination of tax- 
exempt status gives a nonprofit organization some competitive 
advantage over for-profit firms offering the same services. 
Second, the Internal Revenue Service (IRS) makes available 
data it gathers on organizations so classified. (Weisbrod, 
1988) 

From this point on, this research will be dealing mainly 
with voluntary entities (NFPs). NFPs receive substantial 
portions of their financial resources from revenues coming 
from selling goods or rendering services. Hospitals financed 
by patient charges and all other not-for-profit organizations 
financed by user charges will be classified as voluntary NFPs. 

Understanding what distinguishes NFPs from the private and 
governmental sectors of the U.S. economy helps further under¬ 
stand a definition of an NFP. There are three main differ¬ 
ences between NFPs and the private and government sectors: 
first, the tax-exempt status of NFPs; second, the semipublic 
nature of their providing goods and services; and third, their 
sources of funds. Only the third of these is really success¬ 
ful in distinguishing NFPs from the other two sectors of the 
U.S. economy (Copeland and Smith, 1978). 
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B. OROAMiaATIOBAL CHARACTBRI8TIC8 OF MOHPROriT OROAMISATIONS 

Within the limitations set by the legal and economic 
environments, the operating requirements of an entity mainly 
determine its organizational structure. This must be 
recognized by someone studying NFPs. (MacGrimmon, 1979) 

The for-profit oriented firms are managed by people who 
have invested resources and they are looking for a satisfac¬ 
tory return on their investments. The more resources that a 
person invests, the higher his/her proportional participation 
in the management of an organization. Thus, business firms 
are managed by their owners directly, or indirectly through 
the elected board of directors. 

Since the NFPs have no equity interests, the rights to 
their management and control should be established by 
different relationships. The membership in an NFP may carry 
a voting privilege regardless of the amount paid or 
contributed. For instance, someone may have one vote on 
governmental affairs or one vote on the affairs of a hospital. 
Control in these instances stands equally for each one despite 
the amounts contributed in the form of taxes or hospital 
pledges. (MacGrlmmon, 1979) 

Typically, these organizations are governed by boards 
elected or appointed in accordance with a charter or other 
legal docvunents. The number of members is not specified by 
statute. The board of directors or trustees, or governing 
board—depending on the purpose of the organization—is 
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usually composed of leading citizens who volunteer a consider¬ 
able amount of their time. Even though they serve on a 
voluntary basis, under law the board members are charged with 
the fiduciary responsibility of approving the mission and 
scope of the organization, reviewing institutional activity, 
managing the organization's assets, and evaluating financial 
performance (Gross and Jablonsky, 1979). 

The board of directors for an NFP is the policy-setting 
group. It is legally responsible for upholding the constitu¬ 
tion and bylaws. As such, the policies established should 
meet the purpose or goal of the organization. Also, the board 
is responsible for deciding who is responsible for what within 
the organization and how the organization should conduct 
itself in the community (Fisher, 1978). 

In a hospital, the overall direction is given by the board 
of directors, which may be considered part of the health team. 
The American Hospital Association (1969) states its major 
responsibilities and defines the board of directors as "the 
board that has legal and moral responsibility for the policies 
and operations of the hospital." 

The chief executive officer or hospital administrator is 
appointed by the board and he/she is responsible to it for 
implementing the policies relating to the control and effec¬ 
tive utilization of the physical and financial resources and 
for all aspects of providing facilities and personnel for the 
care and treatment of the hospital's patients. 
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The Inportance of the sedical staff in a hospital is 
obvious. Ifhile the staff nay not have direct authority in the 
management of the hospital, it does have a very important 
Influence on the hospital's operations, policies, and opera¬ 
tional success. A cooperative working relationship is 
essential between the medical staff and the hospital's 
financial managers. 

Generally, a sound organizational structure is an 
essential requirement for effective management. But there is 
no single organization plan that can be regarded as the proper 
plan for all hospitals because of differences in their size, 
range of services, type of personnel, management philosophy, 
and other characteristics (Seawell, 1987). 

C. BCOMOMIC SZGMIFXCAMCB OF BOMFROFZT ORGANIZATIONS 

Nonprofit organizations are among the most influential and 
powerful institutions in today's society. They range in size 
from small, local organizations to large national and interna¬ 
tional ones and are involved in a variety of activities— 
health and welfare, research, education, religion, entertain¬ 
ment, and recreation. They include foundations, membership 
organizations, churches, hospitals, museums, colleges, and 
political organizations. NFPs are all around us. We, as 
citizens, donate money to them and volunteer our time. The 
government provides grants, tax advantages, and postal 
subsidies to them. 
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Their number says nothing about their size. B.A. 

Welsbrod, In his book. The Voluntary Nonprofit_Sector. 

presents data to reflect the size of the nonprofit sector. 
Tax-exempt nonprofits file with the Internal Revenue Service 
(IRS) each year a statement of their receipts, expenses, 
assets, and liabilities (Form 990). By using statistical 
sampling, he was able to project the aggregate revenues of the 
entire voluntary sector for 1973, with an aggregate total 
revenue over $531 billion (Welsbrod, 1977). 

More recent data (1985) provide the Information that the 
number of NFPs has Increased from 650,000 to 887,000, with an 
aggregate total revenue over $796 billion. This represents 
approximately 20 percent of the revenue of all business firms 
In the United States (Welsbrod, 1988). 

One revenue source that Is often overlooked when 
considering the NFPs Is their nonmonetary receipts. For 
Instance, donations of labor services represent an Important 
source of support to the NFP sector. Generally, the volunteer 
labor Is unpriced, so it is not Included In Department of 
Labor statistics on employment and unemployment. Table 3 
presents data from donations of labor by type of recipient 
organization for the years 1981 and 1985. 

Table 4 presents data of volunteer labor by sector for the 
years 1977, 1980, and 1985. This table indicates a substan¬ 
tial increase In total hours volunteered, especially to 
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TABLE 3 


PBRCBBT OF PERSONS AGE 14 AND OVER REPORTING 
DONATIONS OP LABOR IN THE PAST TWELVE NONTHS, BY 
TYPE OP RECIPIENT ORGANIZATION, 1981 AND 1985 


T 7 p« of orgaaisAtion 


1981 1985 1 

Religious 


19 

23 

Health 


12 

9 

Educational 


12 

13 

Arts and cultural 


3 

4 

Social services and welfare 


5 

7 

Recreational 


7 

10 

Civic, social, and fraternal 


6 

8 

Political 


6 

4 

Community action 


6 

4 

Justice-related 


1 

1 

Work-related 


5 

4 

General fund raiser 


6 

11 

Informal (no organization 
involved) 


23 

19 

Other 


1 

* 

Total 


112 

117 

None 


48 

52 

Source: The Gallup Organization, Americans Volunteer 
1985. 


Note: Totals come to more than 100 percent because 

some people volunteer time to more than one type 
of organization. Since 48 percent of persons in 
1981 and 52 percent in 1985 reportedly gave no 
volunteer labor, the remaining half averaged 
donations of time to more than two types of 
organizations. 

1 *Less than 0.5 percent. 
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TABLB 4 


▼OLUMTBBR LBBOR BY SBCTOR, lf77-lfS5 


Yull-Tia« BquivalMt 
▼oluntaars (aillions) 


Sector 

1977 

1980 

1985 

Private nonprofit 

3.6 

4.6 

5.3 

Business 

0.1 

0.2 

0.2 

Government 

0.8 

1.1 

1.2 

Total (excluding informal 

4.6 

5.9 

6.7 


volunteering) 


Source: Virginia Ann Hodgkinson and Murray S. Weitzman, 
Dimensions of the Independent Sector: A Statis¬ 
tical Profile, 2nd ed.; and Independent Sector, 
Americans Volunteer 1985. 

Note: Full-Time equivalence is calculated on the basis 

of 1,700 hours per year. Volunteering in other 
than formal settings is excluded. Data are for 
_persons 14 years old or older._ 
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nonprofit organizations—48 percent of persons 14 and over 
volunteeringnearly 14 percent more hours, amounting to 6.7 
Billion full time employees, with 80 percent of this labor 
going to nonprofits (Weisbrod, 1988). 

Describing the size of an organization or a sector of the 
economy by flows of funds or labor force is not the only 
useful means of assessing its size and importance. (Weisbrod, 
1978) Someone might instead consider its assets. Table 5 
presents data for assets of nonprofit organizations. These 
data give one more indication of the size of the NFP sector 
and they show that its size justifies a great deal more 
attention than this sector has received (Weisbrod, 1978). 

D. 8IXILARITZB8 AHD 0ZFrB]lBllCB8 BBTWBBW VOLUMTARY MONPROYIT 
AMD rOR-PKOFZT OROAMZZATZOMB 

Many nonprofit organizations, such as hospitals, nursing 
homes, health maintenance organizations, and clinics, closely 
resemble profit-oriented organizations. Both of them are 
goal-seeking, hierarchically structured, and need managing. 
The same decision-making models, leadership styles, and tools 
and techniques are often used. (Sukel, 1978) 

The Management Accounting Practices Committee (1979) of 
the Institute of Management Accountants states the following 
compelling similarities associated with accountability and 
resource allocation issues: 

1. Many users having a bona fide interest in nonbusiness 
organizations are divorced from the day-to-day opera¬ 
tions of the organizations. Their position is similar, 
in this sense, to that of the absentee owners, creditors 
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TABLE 5 

A88BT8 or MOMPBOrZT 0R0AMI8ATZ01I8, 
8BI.BCTBD yBAR8, 1953-1975 


Total Asaata 
(Billion dollara) 

Paroant of 


Year 

Currant 

1972 

Paroant of ONP 

National Asaata 

1953 

42 

72 

11.5 

1.5 

1958 

64 

101 

13.7 

1.6 

1963 

90 

135 

14.6 

1.7 

1968 

133 

164 

14.7 

1.7 

1973 

210 

181 

15.4 

1.8 

1975 

243 

176 

15.1 

1.8 


Source: Data in Raymond H. Goldsmith, The National 

Balance Sheet of the U.S., 1953-1980 (Chicago: 
University of Chicago Press, 1982), Table 62, p. 
147. 
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and other resource providers in nany business enter* 
prises. 

2. As a consequence, managers are selected to run the 
organizations. The selection process varies, of course, 
but the result is the szune. For instance, mayors and 
senators are elected; hospital administrators are 
appointed by the board of directors; but, regardless of 
the method of selection, they and their chosen subordin¬ 
ates manage the resources of their constituents, 
investors, creditors and donors. 

3. The organizations receive financial resources and the 
managers are obligated and responsible to use those 
resources in the most effective, efficient way in 
attaining the goals and objectives of the organization. 

4. Those with bona fide interests in the organization have 

a right to receive periodic reports which will aid them 
in making rational decisions on issues such as how they 
will allocate their scarce resources and determining 
whether those resources they have committed are being 
well used to reach the objectives and goals of the 
organizations. (Management Accounting Practices 

Committee, 1979) 

The aforementioned characteristics are essential in 
determining the basic needs of users to evaluate past resource 
allocations and to make future allocation decisions. 

As mentioned earlier, the most impoxrtant differences 
between nonprofit organizations and for-profit counterparts 
are the purpose of their existence, the tax-exempt status and 
the source of funds. In oversimplified terms, the ultimate 
objective of a business firm is to realize net profit for its 
stockholders through the performance of some service wanted by 
other people, whereas the ultimate objective of an NFP is to 
meet some socially desirable need of the community or its 
members. Thus, NFPs are generally operated to maximize 
service while maintaining solvency, rather than to generate 
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profits which can be distributed to shareholders. An NFP is 
begun by people "investing" funds in exchange for no equity 
interest (Mautz, 1990). 

The investor-o%med hospital corporation issues capital 
stock, seeks a satisfactory return on the stockholder's 
investnent, and distributes profits to the investors. The 
voluntary NFP hospital, however, does not issue capital stock 
because, in the absence of profit sharing, there would be no 
severable value represented by capital stock certificates. 
This simply means that no part of the profits earned by such 
hospitals can inure to the benefit of any private individual. 

The second major difference is that NFPs are exempt from 
property and income taxes. The latter exemption is provided 
in section 501(c)3 of the Internal Revenue Code. To qualify 
for this exemption, the hospital must be organized as a 
charitable, NFP corporation whose purpose is caring for the 
sick. It must operate for the benefit of the indigent to the 
extent of its financial ability. (Seawell, 1987) 

The third difference lies on the source of funds. NFPs 
can receive tax deductible donations, which are a source of 
capital not available to for-profit entities. Such donations 
can replace the need to finance equipment purchases with debt 
and need not provide a return to the donor. These revenues 
are often restricted funds and are consequently segregated 
from operating funds in the financial statements (Chilingerian 
and Sherman, 1987). For this reason, the American Hospital 
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Association and other authorities have reconmended that NFP 
hospitals Bust follow the principles of fund accounting, a 
practice not normally found in their coBBercial counterparts. 
Additionally, NFPs Bay attract donated services, which may 
replace the need for expenditures on these services. For- 
profit organizations generally do not receive such donated 
services. 

In the many sources from the literature, the author found 
some other areas (besides fund accounting) where the account¬ 
ing principles followed by NFPs often differ from those 
followed by business entities. In business entities the 
records are almost always maintained on an accrual basis, 
while in NFPs the cash basis accounting is often used. 
Accrual accounting simply means that revenues are recognized 
as goods and services are sold and rendered, independent of 
when cash is received. Expenses are recognized in the period 
when the related revenue is recognized, also independent of 
when cash is paid out (Davinson, Stickney and Weil, 1982). On 
the other hand, most NFPs use cash basis accounting, 
reflecting only transactions where cash has been exchanged. 
Some large NFPs, however, do use accrual accounting. 

A final difference has to do with the treatment of fixed 
assets. In business entitles, fixed assets are almost always 
recorded as assets on the balance sheet, and they are 
depreciated over their expected useful lives. Conversely, in 
nonprofit accounting, fixed assets may or may not be recorded 
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and, if recorded, eay not be depreciated. (Gross and 
Jablonsky, 1979). 

B. PROBLEMS THRBATBMXMO THB BXZSTBMCB OF THB MONPROFIT SECTOR 

The nonprofit sector, like every other sector, is faced 
with situations and conflicts that threaten its growth and 
its prosperity. Problems affecting not-for-profit organiza¬ 
tions come from both internal and external sources. In both 
cases, the problems directly affect the NFP sector and press 
it for modifications of its present mode of operations if the 
sector is to survive. (Herlzinger, 1979) 

The internal and largely controllable problems of the NFP 
sector include poor fiscal management, the lack of systematic 
and uniform accounting and reporting procedures, and poor 
information systems (Herzlinger, 1979). These areas will be 
discussed for the remainder of this section. 

1. Poor Fiscal Management 

Some NFPs' managers attribute financial difficulties 
to inflation, unions, and the increased demands for services. 
But are these the real problems? Dr. Herzlinger disagrees by 
stating, "Certainly inflation, \mions, and increased demands 
for services have affected the costs of the nonprofit organi¬ 
zations, but the private for-profit sector also has to contend 
with these factors and seems to be more successful at it." 
(Herlzinger, 1979) 

The heart of the problem lies in the neglect of proper 
procedures for fiscal management, a neglect that is apparent 
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in the behavior of the nonprofit organization managers and in 
the absence of systems of sound fiscal management. The 
indifference of the top managers of most NFPs to matters of 
fiscal management is pervasive; many of them are profes¬ 
sionals, though untrained and unskilled in this area, 
preferring to delegate it entirely to their technical 
subordinates, "the accountants", or to dabble in it only to 
the extent of fund raising. ("If we have a problem. I'll go 
out and raise funds to meet it"). On the technical level, 
organized, articulated, and integrated systems for planning, 
resource allocation, budgeting, and evaluation are usually 
absent. (Herlzinger, 1979) 

This is not to say that the entire NFP sector suffers 
from this problem; indeed, some of the most innovative 
techniques in fiscal management have sprung out of this 
sector—program budgeting, benefit-cost analysis, social 
accounting, and zero-base budgeting. Rather, the point is 
that, while isolated NFPs may have done well in some 
particular aspect of fiscal management, such as zero-base 
budgeting, few organizations have complete, integrated fiscal 
management procedures of the kind found in the private sector 
or the managerial climate that fosters such procedures. This 
absence is at the heart of the financial pressures of most 
NFPs (Herzlinger, 1979). 
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2. Poor AooouBtiag Proeaduras 


Nonprofit organizations have become so pervasive in 
American society that an understanding of their financial 
reports is vital not only to their managers and board of 
directors, but also to private citizens who contribute money 
and time to them or rely on them for needed services. It is 
a fact of American life that most of the public is involved in 
either the functioning or use of services of NFPs. 
(Tsaklanganos, 1979) 

Naturally, there is concern regarding the way 
nonprofits handle their assets, and, as with all enterprises, 
the major sources of such information are financial reports. 
Again as with all enterprises, the purpose of these reports is 
to communicate the financial position of the organization to 
the reader (Gross, 1974). Yet, current methods of NFP 
repoirting are diverse and complex, offering an uninviting 
challenge to the uninitiated lay person and insufficient 
clarity to the business person and the accountant 
(Tsaklanganos, 1979). 

To indicate how far behind not-for-profit accounting 
efforts are, as compared with the private for-profit sector, 
it was as late as 1977 when the Financial Accounting Standards 
Board (FASB) asked Professor Robert N. Anthony to look into 
the financial statement objectives and basic accounting 
concepts of NFPs. Generally accepted accounting principles 
(GAAP) for private for-profits have been established formally 





since 1930, but, because of the impact of the profit motive on 
these entities, many principles were not readily suitable for 
the nonprofit sector. (Gross and Jablonski, 1979) 

Congress is also aware of the difficulties associated 
with the accounting methods that are used by the nonprofit 
sector. In 1973, the Congress established the Commission on 
Private Philanthropy and Public Needs, entitled the Filer 
Commission, to study pxiblic philanthropy in the U.S. The most 
important findings were that the accounting methods used by 
NFPs were not codified, were outdated, and could result in 
abuses of financial disclosure. In response to these 
findings, the American Institute of Certified Public 
Accountants (AICPA) established a group to study the problem 
and ultimately to codify new rules of accounting and 
disclosure. The AICPA did make a start with the Hospital 
Audit Guide (1972) followed by Audit Guides for Colleges and 
Universities (1973) and Voluntary Health and Welfare 
Organizations (1974). The American Hospital Association (AHA) 
and the Healthcare Financial Management Association (HFMA), 
through its Principles and Practices Board (P&PB), have in 
most Instances supported the applicability of GAAP to hospital 
financial reporting. (Seawell, 1987) 

The absence of accounting rules must be a concern to 
accountants because, if the accountants' organizations do not 
quickly develop meaningful accounting principles and repoit^ing 
practices for the NFP sector, the Congress will do it for 
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them. "Legislators and regulators are not timid about 
stepping into the accounting rulemaking arena" (Gross, 1977). 

3. Foor Znfomatioa Systems 

Another problem that reflects directly on managers of 
NFPs is associated with their handling of information and 
control systems. NFPs have as much need for efficient 
information and control systems as for-profit organizations 
do; after all, top management in the NFPs are similarly 
burdened with acute budgeting problems and policy Issues whose 
resolution depends on the availability and sensible exploita¬ 
tion of accurate, current data (Herlzinger, 1977). 

The state of control and information systems in most 
NFPs is dismal. Despite billions of dollars spent to provide 
relevant, accurate, and timely data, few NFPs possess systems 
whose quality equals those found in large profit-oriented 
corporations. NFPs do not lack data; if anything, they enjoy 
an overabundance of numbers and statistics. Rather, they lack 
systematically provided information to help management do its 
job. Without good information, it is obviously difficult for 
managers to make reasoned and informed decisions, evaluate 
performance, motivate their employees, and protect the 
institution against fraud (Herzlinger, 1977). 

F. PROBLBMfi OF MONPROFIT ORQAMZZATIOMS 

Government encourages and discourages NFPs—subsidizing 
them and restricting them, proclaiming their virtues and 
distrusting them. This is not surprising, since there is 
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little consensus as to what goals society should achieve by 
fostering NFPs. And without a consensus there can not be 
tests of whether goals are being reached or even approached 
(Weisbrod, 1988). In the hospital industry, through the 
Medicare and Medicaid federal programs, the government has 
become the largest purchaser of hospital services. Since 
these two programs' spending play a major role in federal and 
state budgets, hospital cost increases have become a political 
issue (Goldsmith, 1981). Moreover, these programs encouraged 
the growth of for-profit hospitals because they have caused a 
drop in hospital contributions, since the charitable mission 
of providing subsidized care to needy members of the community 
was an important motivator of such contributions. Also, they 
reduced the amount of unavoidable bad debts faced by 
hospitals; the hospital industry became more profitable than 
before and therefore more attractive to private Investors. 

Studies examining problems affecting NFP hospitals found 
that these problems deal with low quality of care, inferior 
operating efficiency because of a lack of business discipline 
among NFP hospital managers, and slow response to changes in 
the demand for care (Clarkson, 1972 and Clark, 1980). They 
suggested that, if NFP hospitals want to overcome these 
problems, they should adopt some key management techniques, 
such as competitive bidding, group purchasing, shared 
services, and demand forecasting. 
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other factors that indirectly threaten the existence of 
the NFP sector deal with complaints from the private for- 
profit sector concerning tax-advantages, price discrimination 
mechanisms, postal rate differences, and establishment of 
relationships with individuals and businesses that are less 
than arms-length relationships. 

In conclusion, the difficulties and challenges facing all 
NFPs are frequently discussed but apparently not well under¬ 
stood. Opinions and recommendations of possible solutions are 
as varied as the sources as those recommendations. Unfortun¬ 
ately, many of these recommendations are parochial and do not 
support the long term wealth of NFPs. The following section 
addresses specific problem areas and makes recommendations 
which reflect a synergy of ideas for the improvement and 
strengthening of the NFP sector. 

G. THE FUTURE OF THE MONPROFIT SECTOR 

NFPs have reached a point that requires them to reevaluate 
and reassess their current position and their future. The 
question becomes one of survivability. Poor management is 
cited as the primary reason for the failure of most NFPs. In 
an attempt to improve this situation, benefactors are looking 
towards correcting perceived deficiencies in management. 

Professor R. Anthony answered the question associated with 
the survivability of NFPs in the affirmative. To justify his 
answer, he listed the following six hurdles that must be 
transcended by managers of NFPs: 
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1. The absence of a profit measure, 

2. The absence of competition, 

3. Politics, 

4. Weak governing boards, 

5. Tradition, and 

6. Low management salaries. 

Anthony believes that the difficulties of defining objec¬ 
tives, of deciding on the resources required to reach 
objectives, and of measuring efficiency and effectiveness with 
which the organization performs to meet these objectives 
embrace the most serious management problems in a nonprofit 
organization. The profit measure helps for-profit organiza¬ 
tions quantify their objectives, measure resource flows, and 
assess actual performance. Conversely, when an entity does 
not have the profit measure to focus on, it faces greater 
uncertainties. But managers in nonprofits can be effective if 
they would endeavor to improve their control systems and find 
other operational measures of their objectives and accomplish¬ 
ments. (Anthony, 1971) 

The second factor that is needed for the success in the 
NFP environment is competition. The driving force of the 
economy is competition, in most nonprofit organizations, the 
force of competition is muted. Business companies compete for 
customers; they do everything they can to woo prospective 
customers. In many NFPs, the new client is not an oppor¬ 
tunity, but a problem. In order for an NFP to be well 
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managed, its leaders must develop ways of interjecting 
competition into the system. This is possible whenever units 
of an organization provide a similar service or whenever a 
unit provides a service that is also provided in the private 
for**profit sector. (Anthony, 1971) 

Anthony also states that managers can be more effective if 
they are sensitive to the political environment and concur¬ 
rently able to lessen the political influence on their 
organizations. This political awareness also impacts on their 
selection procedures for board members. Board members should 
be selected not only because they are knowledgeable about the 
organization's mission, but also because they possess the 
management skills needed to get the job done. In hospitals, 
boards frequently are dominated by physicians who are 
qualified to oversee the quality of care but who may lack the 
expertise, as well as the time, to check up on the 
effectiveness and efficiency of hospital management. Board 
members must become intimately involved in setting policies 
and providing directions for top managers. (Anthony, 1971) 
The tradition that the head of an organization should be 
a technical specialist disappeared from business companies 
early in the twentieth century. It persists in NFPs and 
results in the selection of top men and women who simply are 
not qualified to manage. Indeed, many of these technical 
experts do not even enjoy management. They would be happier 
working at their specialty. (Anthony, 1971) 
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A second influence of tradition is that NFPs have been 
slow to adopt modem management techniques. NFPs do differ 
from profit oriented companies, but they have much in common. 
They both have objectives; they both make decisions about the 
use of resources to accomplish these objectives; and, in both 
cases, an important management function is to see to it that 
the organization uses these resources effectively and 
efficiently. Business companies have developed a number of 
valuable tools for aiding management in this process: budgets, 
responsibility centers, cost analyses, standard costs, 
analyses of variances, management by objectives, linear 
programming, and probability analysis. The list could be 
extended indefinitely. Most of these can be used, or adapted 
for use, in NFPs; but NFPs are slow to do so. (Anthony, 1971) 
The final point Anthony makes concerns pay. He believes 
that, in order for the nonprofit sector to attract better 
managers, they need to make the profession of management in 
NFPs more attractive to young people who are choosing a 
career. The principal way of doing this is to increase 
management salaries. Specifically, the top management 
salaries should be increased in order to attract young and 
aggressive managers. (Anthony, 1971) 

Another prominent business leader, Peter Drucker, came up 
with almost the same approach. He believes that nonprofits 
need more than "great men." "They need managers who can 
discipline themselves to be systematic in their approach to 
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managing. This type of manager has the ability to detach 
oneself from the day-to-day problems." (Drucker, 1971) 

As the reader can notice, Anthony and Drucker seem to 
agree that, in order for NFPs to operate successfully, they 
will have to adopt innovative techniques that are already 
being adopted by for-profit entities. The point is that basic 
management concepts can be applied to NFPs as well as to 
profit oriented counterparts. Many proponents of this theme 
are encouraging NFPs' managers to "develop expertise or hire 
people with knowledge of goal-oriented budgetary processes 
and/or to develop skills and expertise in applying management 
by objectives techniques" (Me Conkey, 1975). Others feel that 
NFPs' managers "should adopt a broader policy of using 
consulting services and attempt to join together in a system 
that would allow them to share services" (Mittenthal and 
Mahoney, 1977). Still others believe that "the salvation of 
the manager may be the use of marketing techniques and 
strategies, or consumer affairs feedback systems" (Kotler, 
1979). 

The preceding suggestions and recommendations all require 
that adequate information be available to managers to improve 
decision making. According to Dilley (1975), "The managers of 
NFPs need to understand where their organization is now before 
they can guide it to where it should be in the future." One 
useful method of assessing an organization's health is an 
expanded audit or internal auditing system. "The purpose of 
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an axpandad audit is to provids top aanageBsnt with a snap¬ 
shot visw of the total organization and how each part 
functions in rsspsct to ths other parts” (Dillsy, 1975). 

The next chapter will exaaine the purpose and usefulness 
of expanded audits in NFPs. 
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ZZZ. OPIKATZOMAL JkUDZTZMO 

The purpose of this chapter is to define operational 
auditing by exploring its nature, to examine its potential 
benefits as well as its limitations, to discuss the quali¬ 
fications that the auditor should have to successfully carry 
out the audit, and to assess the applic<ibility of this 
technique to the NFP sector. 

A. DBFZHZTZOV 

A reader can find the concept, operational auditing, in 
the literature under a number of titles: operations audit, 
social audit, management auditing, performance auditing, 
systems auditing, efficiency auditing, and a few others. 

For the purpose of this thesis, an operational audit will 
be defined as a subset of an expanded scope/comprehensive 
audit. The easiest way to describe the nature of an 
operational audit is to first define the broader scoped 
comprehensive audit and, secondly, describe its components. 
An appropriate definition of such an audit might be as 
follows: (Knighton, 1976) 

Systematic examination of records and other sources of 
information, conducted by a competent and independent 
authority for the purpose of obtaining evidence to support 
an evaluation and judgement concerning, (1) the adequacy 
and reliability of the information and control systems, 
(2) the effectiveness of programs to accomplish their 
intended objectives, (3) the faithfulness of adminis¬ 
trators and operating personnel in adhering to prescribed 
rules and policies and complying with legislative and 
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executive intent, and/or (4) the fairness of financial 
statenents and performance reports issued by managers with 
the intent of disclosing present conditions and/or the 
results of past operations and programs of an 
organization. (Knighton, 1976) 

The ed>ove definition sets forth a broad range of audit 

activity by spelling out the many objectives for which audits 

are conducted. An audit may be undertaken for any one or a 

combination of these purposes. A comprehensive audit would 

include them all. (Knighton, 1976) 

If this comprehensive definition of auditing is broken 

down into its component parts, each corresponding to one of 

the four basic areas of managerial responsibility and 

accountability, the following four types of audits can be said 

to make up a comprehensive audit: (Knighton, 1976) 

1. Financial Audit : A financial audit is basically an 
examination of financial records and controls, for the 
purpose of determining that funds are legally and 
honestly spent, that receipts are properly recorded and 
controlled and that financial reports and statements are 
complete and reliable. This is by far the most 
pervasive type of auditing conducted in governments 
today. 

2. Compliance Audit : A compliance audit is an examination 
to determine whether or not managers have adhered 
faithfully to legislative, legal, and administrative 
requirements and policies. Some compliance auditing can 
be done as an extension of financial auditing, while 
other aspects of compliance auditing must evaluate 
compliance with non-f Inancial requirements, policies and 
legislative intent. 

3. Operational Audit : An operational audit includes an 
examination to obtain evidence with which to evaluate 
the efficiency of operations and the effectiveness of 
operating policies, procedures, practices and controls 
to promote efficiency in operations. It includes an 
evaluation of the utilization and control of non- 
financial resources, such as property, equipment, 
personnel, supplies, etc. 


40 





4. Program Audit ; A program audit is an examination to 
obtain infonc:ition with which to judge the effective¬ 
ness and accomplishments of public progress. It focuses 
heavily on the management control system and the 
reliability of information contained in performance 
reports that purport to disclose the results of 
operations in terms of program outputs or accomplish¬ 
ments. (Knighton, 1976) 

As might be expected, the above definition is only one of 
a variety of definitions offered to explain the purposes and 
objectives of operational auditing. Other published defini¬ 
tions of operational auditing that might help to explain the 
concept include the following: 

Operations auditing is a technique for regularly and 
systematically appraising unit or function effectiveness 
against corporate and industry standards by utilizing 
personnel who are not specialists in the area of study 
with the objectives of assuring a given management that 
its aims are being carried out and/or identifying condi¬ 
tions capable of being improved. (Lindberg and Cohn, 
1972) 

An operational audit is a review of any part of an 
organization's operating procedures and methods for the 
purpose of evaluating efficiency and effectiveness. At 
the completion of the audit, recommendations to manage¬ 
ment for improving operations are normally expected. 
(Arens and Loebbecke, 1991) 

The operational auditing concept is not new; it has been 

around since at least 1875. In that year, the Krupp company 

in Germany apparently carried on some form of operational 

auditing, if the company audit manual is any indication: 

The auditors are to determine whether laws, contracts, 
policies and procedures had been properly observed and 
whether all business transactions were conducted in 
accordance with established policies and with success. In 
this connection, the auditors are to make suggestions for 
the improvement of existing facilities and procedures, 
criticisms of contracts with suggestions for improvements, 
etc. (Edds, 1980) 
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Perhaps one writer simarized the history of operational 
auditing best with the following statenent: "It seeas likely 
that the operational audit is even older than double-entry 
bookkeeping, in as much as it is purely the product of applied 
common sense." (Flesher and Siewert, 1982) 

It has only been since World War II that operational 
auditing has gained stature as a valuable tool of management. 
As a matter-of-fact, it was a public NFP organization that is 
given credit for the formal introduction of operational 
auditing in the late 1960s. That organization was the General 


Accounting Office (GAO). Not until 1972, when the GAO 



did the accounting profession begin to develop one of its most 


productive and beneficial tools. (Flesher and Siewert, 1982) 

The GAO'S "yellow book" described auditing for economy, 

efficiency, and effectiveness as follows: 

Economy and efficiency audits include determining (1) 
whether the entity is acquiring, protecting, and using its 
resources (such as personnel, property, and space) 
economically and efficiently, (2) the causes of ineffici¬ 
encies or uneconomical practices, and (3) whether the 
entity has complied with laws and regulations concerning 
matters of economy and efficiency. 

Economy and efficiency audits may consider whether the 
entity: 

1. Is following sound procurement practices. 

2. Is acquiring the appropriate type, quality, and amount 
of resources when needed at the lowest cost. 

3. Is properly protecting and maintaining its resources. 
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4. Im avoiding duplication of affort by anployees and work 
that serves little or no purpose. 

5. Is avoiding idleness and overstaffing. 

6. Is using efficient operating procedures. 

7. Is using the sinisuB aaiount of resources (staff, 
equipsent, and facilities) in producing or delivering 
the appropriate quantity and qpiality of goods or 
services in a timely manner. 

8. Is complying with requirements of laws and regulations 
that could significantly affect the acquisition, 
protection, and use of the entity's resources. 

9. Has an adequate system for measuring and reporting 
performance on economy and efficiency. 

Generally, at the completion of the audit, the auditor 
does not express an opinion on the overall level of 
performance. Rather, the auditor would report findings 
and conclusions on the extent and adequacy of perform¬ 
ance, and on specific processes, methods, and internal 
controls that can be made more efficient or effective. If 
potential for improvement is found, the auditor would 
recommend appropriate corrective actions. (GAO, 1988) 


B. NATURB OF OFBRATIOHAL AUDIT 

Senior executive support for operational audits was 
evidenced in comments made to audit staffs by executives of 
two large companies. The first said, "I want you to assume 
that you are the owner of this business, that the business and 
all of its profits belong to you. Before you recommend a 
change, before you criticize an operation, ask yourself 
whether you would do this if the business was yours." The 
second said, "I want you auditors to regard your job as that 
of doing the things for management that the managers would be 
doing for themselves if they had time to do them." 


43 






Both of then reached to the sane conclusion, "which is 
that the auditor should be thinking as management thinks." 
Management has only a secondary Interest in protective 
control. Management's principal interest focuses on 
activities; the auditor's observation of these activities and 
the related controls is of paramount importance of operational 
auditing. (Cadmus, 1964) 

To be effective, "operational auditing should be 
considered as an attitude, a manner of approach, analysis and 
thought, not as a distinct and separate type of auditing which 
is characterized by special programs and techniques." A 
common misunderstanding on the part of some internal auditors 
is that there is a clear-cut distinction between traditional 
financial auditing and operational auditing. In performing 
operational audits, auditors may be tempted to look for 
special manuals which will tell them how to perform them, when 
all that is really essential is a change in their own manner 
of approach and analysis. Parochial internal auditing will be 
greatly directed to protective analysis and appraisal, "often 
in relation to some set of dogmatic standards of financial 
control." The familiarization with actual operations and 
operating problems is the starting point of operational 
audits, followed by analysis and appraisal of the controls to 
assure that they are sufficient to protect the business. 
This, however, is only the beginning of the audit. "The 
examination of the controls becomes a starting point for 
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appraisal of the value of the controls in the operation of the 
business." (Cadmus, 1964) 

The most distinguishing difference between the operational 
audit and the traditional financial audit is the scope of the 
engagement. The first one Includes a review of the objectives 
of the organization, the environment within which it operates, 
its operating policies, personnel, and even its physical 
facilities. The operational auditor will use a greater 
variety of audit tools to obtain evidence necessary to fulfill 
the objectives of the audit. The financial audit is concerned 
primarily with the fiscal records. Its objectives are to 
confirm a state of financial affairs, to verify that generally 
accepted accounting principles have been applied with 
consistency, and to express an opinion on fiscal stewardship. 
(Norbeck, 1969) 

In both audit types, the auditor measures against 
standards in carrying out the audit. The standards that are 
used in an operations audit come from two main sources. These 
two sources are the individual entity and the industry of 
which the entity is a part. Company standards that are used 
by operations auditors include lists of objectives, goals, 
plans, budgets, records of past performance, policies, 
procedures, and directives. Industry standards include 
industry averages and common business sense. True, these are 
not always objective standards, but they are standards 
nonetheless. Because the standards do lack objectivity, the 
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auditor would not accept an engagement to render an opinion to 
third parties, but svibjective judgments can be used to 
identify possible problem areas. (Flesher, 1977) Table 6 
provides a comparative summary of these two audit types. 

C. BBMBrZTS OF AM OPBAATZOMAL ADDZT 

An operational audit has many benefits to offer. For 
example, departments and agencies which have a strong 
operational auditing group are finding that the principal 
benefit is that it provides departmental management with an 
independent answer to the question: "How well are we meeting 
our responsibilities?" The operational audit provides an 
assessment of whether the board of directors and those who are 
accountable to them have fulfilled their duties, achieved 
their objectives, adhered to the terms of reference, and 
observed the limitations and restrictions imposed on them. 

A further important benefit resulting from a strong 
operational audit program is that it will also provide an 
independent answer to the question: "Are there any major 
problems that are not being adequately dealt with?" The 
principal reason for undertaking this type of audit is the 
need for detecting and overcoming current managerial 
deficiencies and resulting operational problems in ongoing 
operations. 
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TABLE < 


C0MPARZ80M BBTVBBII riMANCZAL AMD OPBRATZON8 AUDITING 


Charaot«ristio Pinancial Auditiiig 


Purpose 


Scope 


To express an 
opinion on 
financial 
statements and to 
assess financial 
stewardship 


The fiscal record 


I 

I 


Orientation To the financial 
state of affairs 
from a retro¬ 
spective viewpoint 


Yardstick 


Method 


Precision 


Recipients 


Generally accepted 

accounting 

principles 


Generally accepted 
auditing standards 


Ostensibly absolute Relative 


Operations 
Auditing_ 


To appraise and 
improve functional 
management 
activity 


An operational or 
function 


To the operational 
state of affairs, 
past, present, and 
future 


Operations manage¬ 
ment principles 


Operations manage¬ 
ment techniques 


Primarily external- 
shareholders, 
government, public 


Internal- 

management 


8. Realization 

Actual 

Potential 

9. Necessity 

Legally required 

Optional- 

management 

prerogative 

10. History 

Long-lived 

Recent, related to 
systems approach 

11. Catalyst 

Tradition 

Executive request 

12. Frequency 

Regular-at least 
annually 

Periodic, but with 
indefinite timing 
in most instances 

Source: Norbeck, E.F., Operational Auditing for 

Management Control, 1969, p. 29. 


47 












































other benefits to aanagement include the reassurance 
resulting from the knowledge that all aspects of their 
responsibilities are receiving periodic Independent examina¬ 
tion and the satisfaction gained from improvements to 
performance resulting from action taken on issues identified 
by the auditor. (Blair, 1974) 

Additionally, some companies make planned use of 
operations audits for personnel development. They have a 
permanent operations audit manager and a nucleus of key 
personnel. The rest of the staff consists of people who are 
likely candidates for future reassignment. Staff members 
assigned to operations audit groups primarily to give them the 
exposure resulting from working in many phases of the company 
are moved to positions elsewhere in the company as the need 
arises. (Lindberg and Cohn, 1972) 

Operations auditing offers potential managers the oppor¬ 
tunities to obtain a "bird's-eye” view of the organization and 
the administrative process that are especially beneficial to 
operating personnel. Individuals with mostly hands-on 
experience with new problems and situations are forced by some 
exposure to operations auditing to make fuller use of their 
judgement and imagination, and so the company's manpower 
resource is enriched. (Lindberg and Cohn, 1972) 

D. LIMITATIONS OF OPERATIONAL ADDITINQ 

Like any management tool, operational audits must be 
understood and used properly for satisfactory results. 
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Furthemore, they need the full backing of top nanageaient. 
Three of their principal constraints include tine, knowledge 
and cost. 

Tine is a limitation because managers must be advised 
about the state of affairs in their areas of responsibility 
promptly enough that they can act effectively. Therefore, 
audits must be performed regularly and often enough so the 
problems can be caught before they become big or entrenched. 
On the other hand, audit engagements must not disrupt either 
productivity or morale. If they are to be performed with 
regularity, timeliness, and convenience, operations audits 
cannot be lengthy, drawn-out affairs. (Lindberg and Cohn, 
1972) 

Knowledge is a constraint because no one is an expert in 
all business fields, nor can a company afford to have on its 
staff a specialist on every aspect of the business that is to 
be audited. Necessarily, then, operational audits must be 
performed by individuals who rve trained more fully in 
auditing than in what is being audited. Among other things, 
that means that operations audits cannot be used as a vacuum 
cleaner to clean up every problem; realistically, it can be 
used only to search for major deficiencies and opportunities 
for Improvement. The operations auditor will not turn away 
from the small problems and opportunities, but discovering 
them will be a by-product. In any event, the auditor will 
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detail and seek to prove only the deficiencies and oppor¬ 
tunities for iaproveaent that are significant in terns of 
dollars or effectiveness. (Lindberg and Cohn, 1972) 

Together, tine and knowledge as constraints produce the 
third 1initation of cost. The statenent lacks precision, but 
it nust be said that an essential characteristic of operations 
audit is that it is a low-cost appraisal tool even though no 
dollar standards are available. When the cost of a single 
operations audit rises above, say $5,000 or $6,000, it is 
likely that a good deal nore than the discovery and delinea¬ 
tion of problens or opportunities for inprovenent has been 
undertaken. As a result, auditors are often thrust into the 
nanager's or specialist's province and, despite the greatest 
precautions, hostility is often stinulated. (Lindberg and 
Cohn, 1972) 

Going beyond the above factors, the most important problem 
of operations auditing is that it might negatively affect a 
manager's morale, which could adversely affect the produc¬ 
tivity of his area of responsibility and accountability. 
Utmost tact and diplomacy are required on the part of the 
auditor, or the operations audit will cause dysfunctional 
effects on those reviewed. (Thierauf, 1980) 

Overall, an audit which examines the effectiveness and 
efficienr- of operations is entering a sensitive area and must 
be handled with a keen awareness of the human relations 
aspects by both the auditor and senior management. Thus, "the 
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peopl« problem" emerges as the most critical factor in 
undertaking an operations audit. 

B. BUDZTOB'S QUXLZFZClkTZOMB 

Before discussing what are the qualifications that the 
operational auditor should have to successfully carry out the 
audit, the author considers it appropriate to offer a brief 
discussion about who should conduct or perform this type of 
audit. When talking about this, two questions come to mind. 
First is whether these audits should be performed by someone 
inside the organization or by someone external. Second, 
should they be performed by accountants or by some other 
professional group? 

The answer to the first question depends heavily on the 
size of the organization needing the audit and the amount of 
resources that they are willing to spend to support this 
effort. Many firms could not afford to hire a full>time 
operational auditor. Of course, this solves the problem of 
the small and medium size organizations. Concerning large 
firms, some authorities apparently believe that there is an 
advantage in hiring outside auditors to perform operations 
audits. Whatever the reason, an outsider often seems to be 
able to accomplish something when an equally talented employee 
of the firm gets nowhere. This may be so because a directly 
measurable outside cost has been incurred. 

The second question has to do with whether such audits 
should fall within the field of the accountant. Historically, 


51 








operational audits have been performed by internal auditors. 
Since internal auditors normally have an accounting back¬ 
ground, the performance of this type of audits has become 
associated with the accounting profession. Moreover, the term 
"audit" has an accounting connotation to it. (Flesher and 
Siewert, 1982) The performance of operations audits, however, 
does not necessarily require an accounting background. Some 
management consulting firms also undertake such engagements; 
however, most do not since they feel that their real strength 
and highest billings are in problem solving, not problem 
locating. (Lindberg and Cohn, 1972) 

There is no consensus among CPA firms as to which staff 
performs operational audits. Some firms use only auditing 
personnel, some use only management services staff members, 
and some other firms use a group made of both types of 
employees. (Lindberg and Cohn, 1972) 

Accountants, both internal and external, and management 
consultants do perform operational audits. The cniestion of 
who performs this type of audits is not of singular impor¬ 
tance; of greater importance is the increased efficiency that 
results from an operational audit. 

The operational auditors must possess certain technical 
qualifications that will lead them systematically through the 
audit process. "They must exhibit and strive to meet certain 
personal qualifications that will facilitate their interacting 
with the members of the firm being audited." (Brink, 1973) 
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1. T«ohnio«l Quailfloationa 

According to Brink (1973), one of the technical 
qualifications of the auditor is that he nust be credible. 
Without credibility both up and down the chain of command, the 
audit can not be successful, nor will recommendations have a 
high probability of being implemented. Accompanying credi¬ 
bility is objectivity. Objectivity is the whole idea behind 
any audit. As such it is paramount that the proposed auditor 
meet this requirement first. (Brink, 1973) 

Technically, the operations auditor must be able and 
prepared to deal with a wide range of operational situations. 
For this reason, the auditor will need to have those technical 
qualifications which are of the broadest possible application. 
First on the list, therefore, might well be previous involve¬ 
ment in operational activities or at least exposure to them. 
The activities most useful would vary with the individual 
organization, but they will preferably have been in situations 
where a number of people were involved and where there were 
problems of administrative direction and control. (Brink, 
1973) Secondly, a generally useful qualification would be 
some experience in or undertaking of the accounting and 
financial control processes. This type of qualification does 
not necessarily involve direct work of an accounting nature 
but it does at least involve the kind of exposure which 
provides a reasonable understanding of this area. This is 
consistent with the view that the financial control dimension 
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can b« an effective starting point for the examination of the 
broader types of operational control. (Brink, 1973) 

2. Personal Quellfioatioas 

Personal qualifications also play a major role during 
the audit If the auditor Is to be effective. Here one Is 
confronted with a list of personal qualifications which are 
normally deemed to be desirable. An evaluation of these 
Individual qualifications Is at best very subjective. One 
useful approach Is to look at these personal qualifications In 
terms of the major end objectives. Under this approach, one 
can Identify three such objectives: 

1. To achieve a good first Impression. 

2. To develop a more enduring relationship over longer 
periods of time, and 

3. To provide an additional basis for sound professional 
results. (Brink, 1973) 

The above three end objectives are related, and they 
do emphasize particular types of personal qualifications. 
Some examples of personal qualifications associated with the 
aforementioned three objectives Include the following: 
a. To Achieve a Good First Impression 

Because first Impressions can be both good and 
bad, a question that arises Is, "What can be done to 
contribute to a successful first Impression?" According to 
Brink "a combination of personal ar'^earance and the ability to 
capitalize quickly on limited opportunities" should be the 
answer. With respect to the first, "standards of dress and 
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grooming should be in the middle range between extreme 
conservatism and high style." With respect to the latter, 
"one should be able to respond effectively to questions, and 
be able to behave with courtesy and professional competence" 
(Brink, 1973) 

b. Building Longer-Run Relationships 

Here, the question that arises has to do with 
"what personal qualifications most contribute to achieving a 
relationship that the auditor will earn respect and 
cooperation?" Brink answered this question by offering a list 
of personal qualifications. They include basic fairness and 
integrity, reasonable humility, and professional poise. 
(Brink, 1973) 

e. Building a Basis for Professional Results 

In this last category are personal qualifications 
that "bear more directly on his competence in a strictly 
professional sense, and relate particularly to the way the 
auditor goes about his actual auditing activities." Again, 
Brink offers another list of qualifications. Of these, the 
most important are curiosity, a critical attitude, persis¬ 
tence, self-confidence, cooperation, and the ability to make 
sound judgments. (Brink, 1973) 

Overall, since operational auditing is concerned 
with business analysis and judgement, the success of the 
audits in helping the organization to operate better will be 
largely dependent on the attitudes and talents of the auditor. 
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F. STIFF ZV IM OPIRITZOMIL lUDZT 


According to Crockett (1980), there are five phases that 
a typical operations audit is composed of. They are: 

1. Familiariiatioa. During the preliminary preparation or 

familiarization phase, which is usually accomplished in 
their own offices, the auditors obtain and review 
background information on the unit, activity, or 
function that they are to audit. Examples of such 
information are objectives of the auditee, resources 
used (financial, material, and human), organizational 
structure, controls oiployed, and position and 

interfaces in the overall organization. This phase 
includes auditors' reviews of quantified data in order 
to identify trends and possible problem areas. 

2. Survey. This phase is extremely important because it 
determines the entire thrust of the operational audit. 
During this phase, auditors use what they learn in the 
familiarization phase as a guide in asking questions of 
operating management, in reviewing reports and output of 
other control mechanisms, and in observing operations. 
The survey should enable auditors to Identify problem 
areas, sensitive areas, and operations that are crucial 
to the success of the auditee. These should emerge as 
auditors review the output of control systems, discuss 
operations with line management, and observe operations 
with an experienced eye. There are numerous operational 
auditing questionnaires available to guide auditors in 
this phase. When the survey is completed, auditors 
should have pinpointed specific aspects of the auditee's 
operation for in-depth audit analysis. 

3. Program Development. In the program-development phase, 
auditors tailor audit programs to guide them in 
analyzing the specific aspects identified by the survey. 
Again, there are operational audit programs available 
that auditors can adapt to their specific needs. 
However, because of the unavailability of a suitable 
program, auditors may develop their own audit programs 
based upon their audit objectives and the nature of the 
activity being reviewed. 

4. Audit Application. The audit-application phase is the 
fieldwork of the audit during which auditors apply audit 
techniques to gather evidence, make analyses, draw 
conclusions, and develop recommendations. This phase 
utilizes the audit program for an in-depth review of the 
auditee's operations Identified by the survey. 
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Normally, the application phase is the most time- 
consuming phase of the audit. During the fieldwork, 
auditors must identify specific problems, gather 
evidence bearing on problems, analyze all relevant data, 
and develop recommendations for solving the problems. 

5. Reporting. This is the most critical phase of an 
operational audit. The entire audit effort will fail 
unless the auditors are able to convince management to 
act upon their recommendations. This requires a quality 
audit report with facts stated precisely and clearly, 
conclusions concerning operating problems presented 
logically from the facts, and practical recommendations 
that address the problems described. Good reporting 
requires checking facts, closely scrutinizing con¬ 
clusions and recommendations, using nontechnical 
language whenever possible, and extensive editing. 
Well-written reports should serve as a basis for 
management action to increase the effectiveness, 
efficiency, and economy of the auditee's activities. 
(Crockett, 1980) 

The next chapter will provide an in-depth analysis of the 
audit process. 


O. APPLICATION OP OPERATIONAL ADDXTXNO TO THE NFP SECTOR 

The author reached a conclusion that operational audits 
are as applicable to the NFP sector as they are to the other 
two sectors of the U.S. economy. But, "not everyone supports 
the concept of operational auditing." (Santocki, 1974) The 
point is that operational auditing is a useful management tool 
that clearly fills a need. It came into being because 
traditional sources of information do not fully meet the 
requirements of managers in many current forms of organ¬ 
izations. 

Central to the whole concept of operational auditing is 
the idea that managers of both for-profit and nonprofit 
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organizations need sone kind of system for detecting poten¬ 
tially destructive problems and opportunities for improvement. 
That is, "modem business should develop ways to anticipate 
and cope with the heightened risks and more sophisticated 
resources Involved in reaching its objectives." (Llndberg and 
Cohn, 1972) 

One of these ways is through operational auditing. By 
employing this, management can maintain the effectiveness and 
efficiency of their operations, even though organizational 
complexity, financial commitments, and communication network 
sizes have been increased. 

The next chapter will focus on developing an operational 
model that may be proved beneficial in auditing a NFP organi¬ 
zation. 
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ZV. OPBRATZOMAL AUDIT MODBL 


In the previous chapter, great emphasis was given to 
describing the nature of operational auditing by examining its 
potential benefits as well as its limitations, reviewing 
auditors' qualifications, and finally assessing the applic¬ 
ability of this technique to the NFP sector. 

An operational audit is a large undertaking, no matter who 
performs the audit. Most organizations are integrated struc¬ 
tures consisting of hundreds of functions performed by 
hundreds of employees. Because of the diversity of opera¬ 
tions, the operational auditor needs a framework in which to 
work. That framework, combined with a detailed audit program, 
provides the necessary groundwork for the operational audit. 

So, what is needed is to construct a model that can 
provide a framework for both large and small NFP organiza¬ 
tions. There is a need to build a model that is affordable in 
its cost and in the time that has to be devoted to complete 
the audit. There is a need for a model that is both 
integrative and flexible, which will provide the NFP manager 
the opportunity to select those components of the audit most 
practicable for the organization. The manager should be able 
to apply one phase now and another later, to apply the entire 
model, or just to deal with the biggest problems. There is no 
specific amount of time that should be suggested for an 
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auditor to work through the conplete model. The time frame of 
the audit is directly related to the amount of resources 
available for it and to the size of the organization. 

All limitations of an operational auditing discussed in 
Chapter III affect the model. An assumption is made that the 
auditee is able to Implement recommendations deriving from the 
audit. In the case of small NFP organizations, there may be 
some difficulties in Imrlementing the audit results, although 
management wholly understands and agrees with them. One 
possible reason is that implementation will require resources 
that may not be available. 

With these objectives and conditions in mind, the author 
developed an operational audit model that is intended to cover 
the needs of NFPs. In designing his model the author had not 
any particular type of NFP organization in mind. The model 
that will be described in the following sections is composed 
of four stages: the familiarization stage in which the 
auditor obtains a general notion about the NFP to be audited; 
the diagnostic audit stage in which auditor's efforts focus on 
collecting data, analyzing, and interpreting them; the 
critical evaluation and application stage in which the auditor 
focuses on areas needing further attention and utilizes an 
audit program to further penetrate into the problem areas; and 
lastly, the reporting stage which represents the audit product 
by indicating the conclusions and recommendations. 


60 



A. FANZLZARISATZOll 8TAOI 

The first and maybe the most basic activity of the opera¬ 
tional auditor is to inform himself about the operational 
activity that is to be reviewed. This phase of the audit 
process is commonly known as familiarization. For the purpose 
of this thesis, this stage will be divided into two broad 
parts. The first part includes everything that is done before 
arriving at the field location. The latter part includes what 
is done at the field location. 

First of all, the auditor should have a pre-audit meeting 
with the Chief Executive Officer (CEO) or the Administrator. 
The purpose of this meeting is to first define the roles of 
the auditor and the NFP's personnel involved in the audit and 
the procedures to be followed. This meeting will typically be 
shorter and simpler if the audit will be conducted by an 
internal auditor rather than by an independent or external 
auditor. If an independent auditor is involved, the formal 
terms and conditions of the contract between the two parties 
should be reviewed and any questionable areas should be 
resolved. Once the operating ground rules have been 
established, the auditor, by asking open-ended questions to 
the CEO/Administrator, will try to evaluate the organization's 
readiness for the audit and its ability to accept changes. 

At this point, it is important to mention the signifi¬ 
cance of the first impressions that were discussed in the last 
chapter. Certain thought and attention should be given to the 
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matters associated with auditors' qualifications. During this 
meeting the auditor should introduce himself by offering 
information about his background and experience. 

After sufficient time has been given to discussions with 
the CEO/Administrator, the auditor should have a meeting with 
the depazrtment heads of the organization. Ideally, they will 
welcome the auditor, they will appreciate the purpose of the 
operational audit function, and they will look upon the audit 
as a useful learning experience. (Cadmus, 1964) The auditor 
should use these meetings as a means of opening up 
communications. These meetings may also help the auditor to 
concentrate on those areas which can benefit most from an 
objective appraisal. Many times the department heads are 
aware of problem areas which have not been corrected because 
of lack of support from internal management. (Gruber, 1983) 
Thus, communications can facilitate actions to correct 
problems which are recorded during the audit. During these 
meetings the auditor will also get first hand the department 
heads' descriptions of the operational activities, organiza¬ 
tional relationships, and other points of interest. 

In the second part of the familiarization stage, the 
auditor is to become familiar with the NFP being audited. 
First, the auditor should examine the individual organiza¬ 
tion's goals, objectives, and budgets. He/she may also 
conduct research of current business literature in order to 
construct a knowledge foundation to permit a comparative 
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analysis of the audited organization to others. Industry 
averages and ratio analysis say provide standards against 
which the auditor can measure the organization being audited. 

Another way that an auditor familiarizes himself/herself 
is by taking a physical tour of the facilities of the organi¬ 
zation. Direct observation provides an excellent source of 
information about the organization. A physical walk-through 
of all departments provides the auditor with the opportunity 
to view the entire operation and obtain an overall impression 
of the organization. Discussions with the employees may offer 
hints of problem areas that may be pursued later. Moreover, 
during a physical walk-through of an operation, the auditor 
might observe idle equipment. This may mean that the 
organization is not utilizing the equipment fully. Overall, 
the tour can make the best use of the auditor's creativeness. 
(Flesher, 1982) 

When the auditor obtains a sufficient working knowledge of 
the actual operations, he/she is ready to examine the environ¬ 
ment within which management operates, and the existing 
controls which are dictated by it. 

According to Cadmus (1964), first comes the organization 
structure. This is important because "it provides the auditor 
with the learning of the assignments of authority and respon¬ 
sibilities, the relationships among the departments and 
between subordinate groups within the department**. (Cadmus, 
1964) The auditor will want to determine whether the written 
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organization chart corresponds to the de facto organization. 
For this reason, a clear organization chart should be 
available. In the ed>sence of the organization chart, the 
auditor should prepare one to use as a guide during the audit. 
(Cadmus, 1964) 

Next is the review of the policies and procedures which 
govern the work of the organization. Written policies and 
procedures are a necessity in practically all operations. 
Discussions with personnel at all levels will necessarily be 
supplemented by a review of written policies and procedures of 
all kinds which reflect on the administration and control of 
the various types of operational activities carried on by the 
organization. Procedures and policies "establish the 
standards for performance of work". Policies and procedures 
manuals can help to ensure adherence to stated goals and 
objectives. The auditor will want to ascertain whether 
written policies and procedures are being properly carried 
out. If not, the organization is either acting incorrectly or 
the manual should be changed to reflect a new procedure. 
Written policies and procedures help ensure that there is 
unity, continuity, and consistency within the organization. 
If there are no written procedures and policies, the auditor 
should learn from the managers and supervisors the standards 
that govern the activities which are being audited. (Flesher, 
1982) 
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The process of familiarization is one that will continue 
throughout the audit. The objective of all the familiariza¬ 
tion activity is that the auditor know what the operational 
activity involves and how it is supposed to be managed. 
Without a sufficient working knowledge of the objectives, 
procedures, and controls of the organization, the auditor can 
not achieve a fruitful audit. 


B. DZAQMOBTZC AUDZT 8TAOB 

After completing the familiarization stage, the audit will 
smoothly enter into the second stage, which is the diagnostic 
audit stage. Here, an audit survey is an Important and effec¬ 
tive method to be used to plan the field work. It is an 
effective method to help identify specific audit areas and to 
obtain information for use and planning. "It is a process for 
quickly gathering information, without detailed verification, 
on the organization's programs, activities and functions" 
(GAO, 1988). The "yellow book" describes the significance of 
the survey method as follows: 

A survey will provide information about the key systems 
and procedures used for managing finances and operations 
and for evaluating and reporting performance. It will 
also provide information about the size and scope of the 
entity's activities as well as areas in which there may be 
Internal control weaknesses, uneconomical or inefficient 
operations, lack of effective goal achievement, or lack of 
compliance with laws and regulations. However, tests to 
determine the significance of such matters are generally 
conducted in the detailed audit work as specified in the 
audit programs. (GAO, 1988) 
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1. 8 urv «7 T«o)miqu«s Us«4 in tb« Mo4«l 

There is a number of approaches that may be used 
throughout the survey to obtain information and identify areas 
warranting further attention. (Scantlebury and Raaum, 1978) 
This model employs the following methods: 

a. Review of ManagMeat Reports 

The auditor's review of the reports that manage¬ 
ment regularly uses to obtain information on progress, status, 
or accomplishments of work can be a valuable source of 
information. Such reports include budgets, operating state¬ 
ments, department cost reports, etc. These reports can 
provide insights into how well goals are being achieved. The 
auditor needs to analyze reports that make comparisons, 
highlight variances, and show among other things (Raaum, 
1979): 

- How work is progressing in relation to time and cost 
objectives. 

- Whether desired program objectives are being achieved. 

- Whether operations are becoming more efficient. 

Needless to mention, reports should be prompt, 
fair, concise, and complete. If managers do not receive such 
information, the auditor should ask how they control their 
operations. 

b. Review of Internal Audit Reports 

Internal audit reports can also be a valuable 
source of information. Of particular interest to the auditor 
are those reports which highlight findings on which management 
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has not acted. The auditor should ask the reasons for 
inaction in such cases, since these circunstances could throw 
light on weaknesses in the managenent system that have not 
previously been referred to top management for resolution. 
Also, prior work by internal auditors may help to reduce 
survey work and save valuable time, 
e. Questioiiaaire 

Questionnaires are the tools with which the survey 
will be most efficiently pursued. Their principal value lies 
in the information they produce. Raising a good question is 
usually the key to uncovering a hidden problem or revealing a 
sound solution. (Thierauf, 1980) The operational audit 
questionnaire simply asks questions. If all questions are 
answered "yes'*, operations are proceeding as desired. If 
there are many "no" answers, difficulties are being 
experienced and must be explained in writing. If the question 
does not apply, the N/A column is checked. 

The questionnaire that this model employs was not 
designed with any particular organization in mind. This 
unbounded format provides flexibility, so that it may be 
adapted to any organization. Developed by the author, based 
on experience and a thorough literature review, its focus is 
on management of an NFP organization. However, the question¬ 
naire need not be limited to an analysis of management. 
Professional and technical aspects could be included. For 
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exeunple, nedical issues could be added in the case of a non¬ 
profit medical facility. The questionnaire's inherent flexi¬ 
bility encourages tailoring and improvement, so that it fits 
the audit needs of the organization. 

The particular questionnaire used in this study 
focuses on the following nine areas of analysis: (1) facil¬ 
ities, (2) procedures, (3) planning and budgeting, (4) 
communication, (5) personnel, (6) purchasing, (7) inventory 
control and management, (8) cost and pricing, and (9) risk and 
insurance. The above nine areas were selected because they 
put emphasis on the business-like operations and practices 
that are likely to be encountered in any and all NFPs. The 
choice of specific questions was arbitrary and there is a 
small amount of overlap between the areas. The complete 
questionnaire is provided in Appendix A. The author considers 
it appropriate to offer a brief discussion of what the auditor 
should seek when examining each area: 

(1) Facilities. Facilities provide a range of 
services that deal with the housing of operations, and the 
direct production of goods and services. The facilities 
category of the questionnaire asks whether adequate space and 
equipment are available and whether all available equipment 
is being utilized. Also, the questionnaire asks about the 
authorization and proper use of the organization's assets, and 
whether they are utilized in a manner that results in maximvim 
efficiency for the organization. 
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(2) 9roo«dur««. This area of analysis includes 
the determination of compliance with existing procedures and 
policies, the appraisal of the efficiency with which they are 
being implemented, and, finally, the questions of whether they 
can be improved. The auditor should be able to make his most 
immediate contribution in some of the more procedural and day- 
to-day operational areas. Also, he/she needs to be alert as 
to where contributions can be made in the more significant 
policy and decision making areas. 

(3) Planning and Budgeting. Long-range planning 
is required as a logical framework within which consistent and 
meaningful short-range goals may be established. A well 
conceived budgetary program, properly integrated with the 
accounting system, is one of the most important tools 
available to managers. Since the budget is really a control 
tool as well as a planning tool, additional effort is needed 
to utilize the control tool after the planning tool has been 
developed. The objectives of the auditor in reviewing this 
area should be to interrelate plans with budgets to determine 
that essential, accurate, and timely information is available 
about the resources required to implement the objectives of 
the organization as a whole, and that information is accurate 
and is being used properly to ensure that resources are 
available when needed. 

(4) Communioetion. The significance of a 
communication system is obvious. Formal meetings, minutes. 
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manuals, instructions, and formal reports are the bases for an 
effective formal communication system. It allows the managers 
to communicate with others, inform them, acquire information 
from them, and plan, control and carry out their 
responsibilities. The communication process is the foundation 
upon which the management functions depend. Here, the auditor 
should ensure that managers have proper access to factual 
data, that it is correct and complete, and that it is readily 
available in the right quantity and quality. 

(5) Personnel. When approaching this function, 
the auditor should Identify who in the organization is 
responsible for personnel management. Someone should be 
responsible for handling the continuing tasks of hiring, 
ensuring the adequacy of staff, keeping their records, 
training and evaluating them, hearing their grievances and 
handling their problems, promoting them, and terminating them. 
(Lindberg and Cohn, 1972) The whole area is sensitive and the 
auditor should proceed with care. 

(6) Purchasing. The basic objective of the 
purchasing function is to obtain the proper materials and 
supplies at the right price, the right quantity, and the right 
time. It is a major business function which involves the 
coordination of the needs of many diverse departments with the 
offerings of many sellers. The auditor should examine the 
documents that lead to buying actions and assess how effic¬ 
iently the organization obtains the required materials. 
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(7) ZavMtory Control and Mnnngonont. Because 
of the significance of inventory control and materials manage* 
ment to most organizations, the auditor here is looking for 
the organization's success or failure in meeting pre*specifled 
objectives. Particularly, his/her concern is that an existing 
system is being administered efficiently in a physical and 
procedural sense. This simply means that the auditor's 
concerns are about establishing accountabilities for 
materials; sufficient information about them; promptness of 
the various operational actions, such as receiving of 
materials into stores, release of materials from stores, 
efficient handling of deviations from established procedures, 
etc.; effective utilization of people involved with 
inventories; and economy of operational costs. 

(8) Cost and Pricing. Understanding cost and 
the factors that affect it is essential to the effective 
management of any organization. As important as cost is to 
the overall survival of an organization, it is still true that 
many managers operate with only the slightest knowledge of 
their costs. These managers set their prices based on 
subjective appraisals rather than factual cost information. 
Pricing can be effective only when cost information is sound. 
(Lindberg and Cohn, 1972) 

In exploring this section, the auditor 
should first study the cost accounting system and how the 
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actual and estimated cost data have been collected, classi¬ 
fied, and reviewed, and how management utilizes them for 
making decisions and performance evaluations. The second area 
that the auditor should focus on is the pricing strategy used 
by the NFP being audited. The auditor should ensure that the 
audltee understands the significance of a sound pricing 
system, which is based on the ability to respond quickly, 
efficiently, and sensitively to changes in costs and in 
economic conditions in the marketplace (i.e., inflation, 
fluctuations in demand, etc.) 

(9) Risk and Insurance. Although the auditor 
should not be expected to be a technical expert in insurance, 
he should have a knowledge of Insurance essentials and their 
applications. The auditor's work is associated with examina¬ 
tion and appraisal of the insurance program, including the 
organization's policy and procedures, the effectiveness of 
cooperation and coordination between organization units in 
insurance matters, and the identification of the people 
responsible for making insurance decisions (e.g., insurance 
coverage, effective dates, etc.) 
d. Interviews 

A well conducted interview is a very efficient 
tool for the auditor, since it allows a direct and personal 
contact between the auditor and the auditee. The auditor 
should know what information is needed, and he should be 
prepared to ask a number of direct questions to get the 
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desired information. During this stage of the audit model, 
the auditor should begin by stating the purpose of the audit, 
creating a friendly atmosphere, and focusing on questions 
associated with the questionnaires that have already been 
developed and distributed to the department heads. Emphasis 
should be placed on the facts that are essential to the 
auditor's review and appraisal of the functional areas under 
study. 

Generally, survey efforts should be directed at 
locating areas where it appears that time, money, and other 
valuable resources can be saved. Specifically, these efforts 
should focus on those areas where a lot of money can be saved 
at relatively low cost or where changes are easy to implement. 

The amount of time that the auditor should devote 
to the aforementioned areas of analysis depends heavily on the 
importance and complexity of the matters and the auditor's 
competence, training, and experience to handle these matters. 

2. Summary and Communication of survey Results 

After gathering the survey results, the auditor should 
put them in a rational sequence. He should summarize them, 
carefully identify the areas needing further examination, and 
finally communicate them to the organization's officials. 

To facilitate communication and provide a record for 
future reference, it is a good idea to prepare a summary of 
the survey, explaining what was done, and briefly presenting 
the auditor's observations and recommendations for further 
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work. (Raaum, 1979) According to Raaum, when survey results 
dictate further review work, auditors should mention in their 
summary: 

-* The problems and the rationale for pursuing them in more 
depth. 

- Pertinent information developed during the survey phase. 

- Suggested work steps and the reasons for them. 

- Preliminary estimates of time and resource reguirements- 
particularly for personnel. 

- Target date for completing the reporting phase. (Raaum, 
1979) 

There are many cases when a survey yields adequate 
information for some areas studied, so that improvements can 
immediately be recommended. In these cases, the auditor 
should discuss the survey results with the responsible 
managers of the organization being audited before developing 
a plan for performing a further detailed review. If the 
officials are satisfied with the auditor's analysis, have the 
resources, and are willing to act on the recommendations, the 
survey would be the final report. 

C. CRITICAL EVALUATIOM AMD APPLICATION 8TA0E 

The critical evaluation and application stage is the third 
stage of this audit model. At this point, the auditor should 
take up his preliminary observations with the responsible 
managers. If they are willing and have the resources and time 
to pursue the matters, the auditor may not need to go further 
into this stage. If the managers are not convinced as to what 
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they should do but are willing to continue, the auditor should 
investigate further. Here, the auditor will develop and apply 
an audit program, focusing mainly on interviews, more 
extensive on-site observations, and further examination of 
specific documents. At this point, the author considers it 
appropriate to recommend the following steps that an auditor 
of a small NFP may follow during this stage. Of course, the 
specific elements of these steps vary from audit to audit 
depending upon the findings, time, and amount of analytical 
work that should be devoted to accumulate all appropriate 
supporting evidential material. 

1. Preparation and Program Development 

During this first step, the auditor should prepare an 
action plan. The objective here is to find further informa¬ 
tion about the problem areas which came to light from the 
questionnaire and the first round of interviews. Here, the 
auditor and the interested parties should agree on the scope 
of the engagement needed to achieve the audit objectives and 
the criteria or standards that are going to be used for 
evaluation.^ 

If management has developed, as part of its control 
system, techniques for measuring or evaluating performance 
against pretermined criteria, the auditor should inquire into 


^Criteria are standards against which the adequacy of 
performance can be assessed. The auditor must select criteria 
relevant to the matters being audited that should be reasonable and 
attainable. (GAO, 1988) 


75 





them to see whether he can apply them in his work. (Morse, 
1971) If, on the other hand, there are no techniques avail¬ 
able, then the auditor must develop his own methods. The 
first step is to select appropriate measures of performance. 
The auditor can then set criteria for performance and decide 
if they can realistically be accomplished by the specific 
organization under review. If the criteria or standards are 
not already kno%m, managers, workers, and the auditor should 
all agree on them. Participation and iterative processes 
could be the means of selecting mutually acceptable criteria 
by managers and workeis. (Canpfield, 1978) 

After this, the auditor is ready to carefully and 
systematically prepare the audit program, including the 
methodology to be used to collect and analyze data. 

2. Application of the Program 

Application of audit procedures is the primary phase 
of this stage. The auditor performs the audit procedures 
identified in the audit program to gather evidence, make 
analyses, and draw conclusions. (Guy and Alderman, 1993) 

The "Yellow Book" describes the evidence collection 
techniques that an auditor might use as follows: 

a. Physical evidence: Is obtained by direct Inspection or 
observation of (1) activities of people, (2) property, 
or (3) events. Such evidence may be documented in the 
form of memoranda summarizing the matters Inspected or 
observed, photographs, charts, maps, or actual samples. 

b. Documentary evidence: It consists of created information 
such as letters, contracts, accounting records, 
invoices, and management information on performance. 
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c. Testimonial evidence: Is obtained from others through 
statements received in response to inquiries or though 
interviews. 

d. Analytical evidence: Includes computations, compari¬ 
sons, reasoning, and separation of information into 
components. (GAO, 1988) 

The auditor must conduct a second round of interviews. 
He/she must interview the right people and, based on their 
responses, identify potential problems. Supervisors and 
employees may have answers to questions associated with 
specific problems, causes of these problems, operations, and 
areas needing further attention. Interviews serve as a way to 
obtain testimonial evidence. Thus, they should be carefully 
prepared. The auditor should create a friendly atmosphere by 
selecting a private, quiet place to conduct Interviews. 
He/she should make a conscious effort to help the auditee to 
relax and open up by telling him where he has done well. The 
auditor should start with open-ended questions, in order for 
the auditee to gain confidence with him/her. After this, the 
auditor is ready to ask more specific questions. (Hodges, 
1978) He/she will be able to encourage a free exchange of 
ideas, and must be tactful and diplomatic. He/she should not 
criticize, and should observe the reactions of the interviewee 
and more closely gauge the validity of the comments. 
(Fetterman, 1986) 

As the auditor sifts through bits and pieces of 
conversations, problems and questionable areas are exposed and 
pinpointed for further investigation. It is possible to 
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supplement the Interviews with tests of records. (Linford, 
1984) Also, documents such as letters, contracts, and 
Invoices may provide valuable evidence to the auditor. 


After sufficient data have been collected, the auditor 
should have something to compare them against, in order to 
establish an opinion as to their meaning or value. One 
proposed method is the comparison of the organization's 
operating or management practices with "preferred practices." 
A preferred practice is one that has been found successful or 
has been found optimal through experience in many organiza¬ 
tions over a period of years. The failure to adhere to a 
preferred practice is an indication that resources may have 
been wasted or used inefficiently. (Pomeranz, 1976) 

As the auditor compares actual data against his 
knowledge of preferred practices, he will find some that 
compare favorably and others that do not which will require 
further action. This action should assess the significance of 
the deficiency and the effects of the failure to follow a 
practice that is considered preferred. (Pomeranz, 1976) 

Another proposed method is the "dollarization" method. 
This is "the process of expressing the effect of an opera¬ 
tional controls deficiency in terms of money." (Pomeranz, 
1976) This method enables a presentation of the cost of 
resources wasted through failure to adhere to a preferred 
practice. It also serves to quantify in dollars the magnitude 
of potential alternatives and opportunities. (Pomeranz, 1976) 
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After gathering, analyzing, and evaluating the data 
and accumulating sufficient evidence about the findings, the 
auditor is ready to prepare his/her report and enter into the 
last stage of this audit model. 

D. RBPORTma 8TAQB 

The final stage of this audit model is the reporting 
stage. The content of the operational audit report depends 
upon the nature of the organization being audited and the 
types of problems uncovered. According to Flesher (1984), a 
typical operational audit report should contain the objectives 
and the scope of the engagement, general procedures utilized 
by the auditor, and specific findings and recommendations. 

This is the most important stage of the audit because the 
audit report is the audit product. In this stage, the auditor 
has already collected all the pertinent information, gathered 
sufficient evidence, and, using objective judgment, has 
analyzed the relevant data. Now he/she is ready to draw 
conclusions and develop recommendations. 

The operational audit report should include the descrip* 
tion of the job performed, a listing of those areas where 
there is potential for improvement, and specific recommenda¬ 
tions. The report should provide a rationale for the 
conclusions and recommendations, and it should be addressed to 
those people who made the arrangements to have the audit 
performed and have the authority to implement the recommenda¬ 
tions. (Pouliot, 1989} 
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The operational audit report should be discussed with the 
managers and the department heads. This can happen in an 
exit interview. The purpose of the exit interview is twofold. 
It allows the direct communication between auditor and manager 
by ensuring the accuracy of the facts in the report, and it 
facilitates acceptance by those who will be affected by it. 
It is a good idea to enclose with the audit report a summary 
of the comments of management that were obtained during the 
exit interview. (Flesher, 1984} 

Overall, the auditor must present his/her findings and 
recom-mendations in the clearest possible language and in a 
professional manner. Also, because the report is the platform 
to convey essential information to the client, it should be 
produced in a logical way and be submitted as soon as possible 
after the completion of the audit. 

Now, the operational audit model has been presented, and 
the next chapter will examine its practical usefulness by 
applying it to a real-life institution. 


80 





V. APPLZCATIOM OF m MODEL 


A. FBREPBCTZyB 

In the last chapter an operational audit model was 
introduced and discussed. The Community Hospital Foundation 
in Carmel, California, is the real life institution that was 
selected to test this model. The author put himself in the 
role of the auditor and performed an operational audit to test 
the applicability and viability of the model. 

B. ZMTRODUCIMa THE VFP 

The Community Hospital Foundation (CHF) is located in 
Carmel, California, and operates the Community Hospital of 
Monterey Peninsula (CHOMP), the Community Hospital Endowments 
(CHE), and the Community Hospital Properties (CHP). It is a 
private nonprofit facility which is fully licensed, 
accredited, and exempt from income taxes. It is the sole 
parent of CHOMP, CHE, and CHP, with combined financial 
statements. CHF coordinates the health care and planning 
objectives of the related organizations, all of which are 
nonprofit California corporations, and engages in charitable 
and educational activities. CHF also manages the Maurine 
Church Coburn School of Nursing as a joint venture with 
Monterey Peninsula College. 

The hospital began its operations in 1927, when Grace 
Deere Velie Harris, an heiress to the Deere Tractor fortune. 
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endowed a hospital in Carmel for research into metabolic 
disorders and treatment of patients who suffer from them. The 
Grace Deere Velie metabolic clinic opened in 1930. After 
financial difficulties in the early '30s, it was converted 
into a general community hospital in 1934. In 1955, trustees 
decided that growth of the community dictated construction of 
a new hospital. With financial support from the community, a 
100 room hospital was built in 1962. The hospital was 
expanded to 172 rooms in 1971. The CHF offers services such 
as pharmacy, surgery, physical and occupational therapies, 
cardiopulmonary, dietary, cardiology, oncology, emergency, 
blood, and birthing center services to 11,500 inpatients and 
120,000 outpatients each year. 

The CHFs' workforce is composed of 1,400 people. Of 
these, 1,150 are full-time employees and the remaining 250 are 
part-time employees. Approximately 200 physicians and 380 
nurses offer their services to the hospital. 

The Board of Directors, which is composed of sixteen 
people, governs the hospital and sets policy. Of these, 
twelve members are elected by the community, and the remaining 
four are appointed by the elected members. Only two board 
members are physicians. 

The Administrator of the hospital is a gentleman with 
extensive experience in hospital affairs. He has held this 
position for twenty five years and has a Masters Degree in 
hospital administration. 


82 





The hospital is composed of four departments: planning 
and research, finance and accounting, nursing, and adminis¬ 
tration. At the head of each department Is a Vice-President 
(VP) who is responsible for his/her people, since there is no 
personnel department in the hospital. Each VP has held the 
same position for over ten years, and three of them have a 
masters degrees in hospital administration. The VP of the 
finance and accounting department is a Certified Public 
Accountant (CPA), with a masters degree in business 
administration. Exhibit 1 presents the organization chart of 
the CHF. 

The CHF reported net operating revenues of $98,426,000 and 
net operating expenses of $95,484,000 for the year 1991. 
Thus, there was an excess of revenues over the expenses of 
$2,942,000. In 1992, the hospital reported operating revenues 
of $107,638,000 and net operating expenses of $102,285,000. 
The excess of revenues over expenses from operations was 
$5,353,000. 

C. FUTDRE STRATEGIC ISSUES 

CHF's future strategy is to maintain the status quo, at 
least until any new health care reform is initiated from 
Washington D.C. It now has 172 beds and operates at 80-85% 
capacity. With the closing of Silas B. Hays hospital at Ford 
Ord, it expects to allocate its slack capacity to military 
patients. There is no plan for expansion in the near term, 
although depending on the extent of the military demand and 
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the effects of any new health care reforms, expansion plans 
could be revisited in the future. 

Finally, management is taking a hard look at reducing the 
peLjentage of services provided, but not paid for. The 
current strategy is to aggressively seek reimbursement from 
county and state grants and to increase efforts in getting 
eligible patients enrolled in Medicare and Medicaid. The 
current percent of unrelnbursed services is 40%. The goal is 
to get this down to 25%. The important point is that no 
person needing immediate medical attention will be turned 
away. 

O. APPLICATION OF THE MODEL 

The next sections present the results of applying the 
author's operational audit model in the finance and accounting 
department of CHF, following the stages dictated by the model: 

1. Familiarisation Stage 

At the outset, the author arranged a meeting through 
the CHF public relations office. During this meeting, the 
author Introduced himself and explained what he proposed to 
do. He explained what an operational audit is, presented the 
proposed audit model, and described the potential benefits to 
be gained from this type of audit. 

Several days later, a meeting with the vice-president 
of the finance and accounting department was arranged. 
Although the model in the preceding chapter suggests that the 
initial meeting be with the Administrator of the hospital. 


85 



that was not possible. Thus, the author modified the model 
plan and had this first meeting with the VP of the finance and 
accounting department. In this meeting, the author explained 
that his intention was to perform an operational audit of the 
four departments, based on a model that was designed to meet 
their needs. He further explained the benefits of such an 
audit, the objectives and scope of the audit, and that there 
was to be no charge for the activities of the auditor. The VP 
agreed and advised the author to send a letter to him in order 
to obtain permission from the administrator and the board of 
directors to conduct the audit. A few weeks later, the author 
received permission to conduct the audit, but to confine its 
scope to the finance and accounting department. 

The accounting department is composed of five divi¬ 
sions: general accounting, patient accounts, payroll and 
benefits, medical records, and management engineering. There 
are 96 people working in this department. Of these, 19 are 
working in general accounting, 45 in patient accounts, four in 
payroll, 25 in medical records, and three in management 
engineering. 

During the initial session between the author 
(auditor) and the VP, they agreed that the VP would be the 
contact point, a tentative schedule was proposed, and the 
operating ground rules were discussed and agreed to. Also, 
they agreed to extend the scope of the audit to include the 
purchasing function. This function is under the umbrella of 
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the research and planning department and has eleven people in 
its workforce. The auditor introduced the questionnaire and 
discussed the methodology for administering it and explained 
its purpose. Finally, the VP gave his consent to begin the 
audit. 

Regarding the auditor's qualifications, the author 
believes he meets the technical and personal qualifications 
discussed in previous chapters. He took a course in Internal 
Control and Auditing during his studies at the Naval 
Postgraduate School as a financial management student and has 
prior experience performing internal audits for food service 
operations for many ships, managing the accounting operations 
of a naval shipyard, and providing inventory management of as 
many as 10,000 line items in the Hellenic Supply Center. The 
auditor offered this information about his background and 
experience when he introduced himself to the VP. 

During the initial sessions, the VP provided the 
auditor with an official organization chart and explained how 
he viewed the responsibilities of all divisions, their 
operational activities, and how their roles fitted into the 
hospital as a whole. He was aware of several situations in 
his department that needed further attention. 

Following his model, the auditor asked to take a 
physical walk-through of the department, because it would 
provide him with the opportunity to view the entire operation 
and obtain an overall impression of the department. During 
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this tour, the auditor had the opportunity to neet the 
managers of each division. He explained the reason, purpose, 
and scope of the audit and discussed the description of the 
operational activities and the broad policies, goals, and 
objectives of their divisions. The auditor had the oppor¬ 
tunity to directly observe the operation and talk with some 
employees of each division. 

Finally, the analysis of current business literature 
permitted comparative analysis of the audited hospital with 
other NFP hospitals in the sane geographical area. 
Specifically, the auditor reviewed The Financial Analysis 
Service (Hospital Financial Management Association, 1992) and 

the annual Center for Health care _ Industry Performance 

Standards (Health care Financial Management Association, 
1992). Both are available on a subscription basis and 
extremely important for many hospitals. 

The auditor examined financial ratios for the current 
year, for previous years, and for the industry as a whole, as 
these ratios can be useful tools in helping the auditor to 
spot trends of increasing or decreasing efficiency. The 
auditor utilized liquidity ratios such as the current ratio, 
days cash on hand, and net days in accounts receivable. He 
also utilized the debt-equity and return on equity ratios. 
Table 7 provides a comparison of these ratios for the CHF over 
the last three years. Table 8 offers a comparison of the same 
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TABLE 7 


RATIO C0MPARZ80V OF GET FOR YEARS 1990-1992 


RATIOS 

1990 

1991 

1992 

CURRENT RATIO 

2.3 

2.2 

1.8 

1 DAYS CASH ON 

1 HAND 

13 

27 

20 

NET DAYS IN 

ACCOUNTS 

RECEIVABLE 

87 

82 

69 

DEBT EQUITY 
RATIO 

0.2 

0.19 

H 

• 

O 

RETURN ON 
EQUITY 

0.58 

0.80 

0.83 


SOURCE: Information provided by VP of finance and I 

accounting of CHF, October 15, 1993. | 
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TABLB 8 

RATIO C0NPXRZ80M WITH SIMILAR HBALTHCARE 
OROAHZZATZOlfS FOR 1991 


RATIOS 

CHF 

FAR WEST 

CALIFORNIA 

SiP 

CURRENT 

RATIO 

2.2 

1.9 

1.8 

2.5 

DAYS CASH 

ON HAND 

27 

13 

15 

27 

NET DAYS 

IN A.R. 

82 

72 

76 

73 

DEBT EQUITY 
RATIO 

0.19 

0.65 

0.64 

0.44 

RETURN ON 
EQUITY 

0.8 

0.88 

0.89 

0.7 


SOURCE 


Information provided by the VP of finance and 
accounting department of CHF, October 15, 1993 


































ratios of the CHF with those of similar institutions within 
the following three groups in the same geographical area: 

1. Far West is an organization of hospitals with bed sizes 
between 100 and 199, located in the far west region of 
the U.S. CHF is one part of its 80 members. The Far 
West ratios in Table 8 are the median ratios for these 
facilities. 

2. The California health care organizations comprise a 
group of 130 members. The ratio used for comparative 
purposes is the median ratio for this group. 

3. The S&P organizations are facilities that have been 
rated AA by Standards and Poors. This is the highest 
rating given to health care institutions. There are 22 
members in this group. 

The auditor reviewed these ratios and asked the 
managers about their understanding of them. They responded 
that they use these ratios to keep track of, compare, and 
measure the financial performance of the hospital. The 
auditor also reviewed written policies, procedures manuals, 
and job descriptions to determine the hospital's management 
practices. 

By examining and reviewing the aforementioned areas, 
the auditor obtained an adequate working knowledge of the 
objectives, procedures, and controls of the department and 
then entered into the diagnostic stage of his operational 
audit model. 

2. Diagnostic Audit Stage 

In this stage, the auditor utilized the survey methods 
described in Chapter IV. The first step was to review the 
management reports. They are the sources of information on 
progress, status, and accomplishment of work. The auditor 
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reviewed budgets and department cost reports to obtain an 
understanding of how well goals are being achieved. The 
auditor also Incpiired as to who prepares each report, who 
receives it, and how valid and useful is the information it 
provides. 

The auditor asked for any previous internal auditors' 
reports, because he believed that they could help to reduce 
survey time and identify findings on which management had not 
acted. The VP explained, however, that the hospital had never 
utilized an internal auditor in the past. The auditor 
explained that using an internal auditor on a full time 
arrangement will provide regular reviews of operating effec¬ 
tiveness and efficiency, as well as occasional investigations 
of matters of concern to management. The CHF hired a public 
accounting firm to audit the annual financial statements, and 
the auditor examined these reports for the last three years. 

After that, the auditor asked the VP of finance and 
accounting to complete the questionnaire. The auditor had 
already introduced it and explained its purpose during the 
familiarization stage of the audit model. As the VP filled it 
out, he had discussions with the auditor about specific 
questions. 

Based on the questionnaire responses and the interview 
with the VP, the auditor and the VP considered it appropriate 
to concentrate attention on eleven specific questions. The 
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number in the front of each question correspond to the 
question number in Appendix A. A substantial discussion of 
each one is offered during the next stage of the audit model. 

A5: Is equipment (fax, copying machine, etc.) use 

controlled? 

B3: Have steps been taken to provide assurance that the 

established procedures are being followed? 

C8: Does your department use work schedules? 

E4: Are employees in need of supervision? 

E16: Is it hospital policy for all employees to take 

annual vacations? 

E17: Is the work of a person on vacation performed by 

someone else during their absence? 

F13: Are monthly purchase reports prepared? 

G4: Do you know the total cycle times needed for 

inventory replacements, particularly for critical 
items? 

G5: Have you determined the level of safety stock for 

each item? 

H4: Is the cost system used in budget preparation or 

forecasting other data? 

H8: Are price concessions employed in an attempt to 

gain volume and maximize overall return? 

Following the design model, the auditor interviewed 
the VP and the six division managers. Initially, he asked 
open-ended questions, such as: 

What is your job? 

What takes up most of your time? 

What are the biggest obstacles you face in doing it? 
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since these questions were easy to answer, the auditor 
gained confidence and established rapport with the inter¬ 
viewee. After that, the auditor entered into specific 
questions associated with the questionnaire and specifically 
with the eleven questions listed above. 

3. Critioel Bveluetioa end jq^plioetion Stage 

Because the VP and the division managers had a lack of 
resources, particularly time available to pursue the matters, 
they asked the auditor not to investigate those eleven 
questions by applying a full audit program. Being sensitive 
to their commitments, the auditor agreed and did not develop 
this stage fully as envisioned in Chapter IV. Therefore, a 
partial application of this stage was performed. The auditor 
believes that his tests provide a significant analysis of the 
effectiveness and efficiency of the organization and its 
management systems. 

The eleven questions listed earlier are discussed 
below. In three cases, two related questions are addressed 
together. 

a. Is equipment (fax, copying maohine, etc.) use 
controlled? 

When the auditor observed the copying and fax 
machines during the physical tour, they were not in use. 
Interviews and discussions with the VP revealed that there are 
no records or devices to provide control over use of this 
equipment. This lack of internal control could make it 
possible for an employee to make copies of a personal tax 
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r«turn or a cookbook at CHF'a axpanse and leave without 
recording the nature of the work copied or who authorized such 
copying. This could indicate an undesirable and costly 
problem. A recommendation was made that a monthly tabulation 
of copy machine use would help determine whether a problem 
exists. 

There are no records kept of the reason for 
sending faxes. If a permanent record was maintained, the 
likelihood of unnecessary faxes could be reduced. The 
auditor's recommendation was the creation of a record of usage 
by putting the cover sheets in a box next to the fax machine 
after trassmlsslon. This cover sheet includes the names of 
the user and receiver and the number of pages sent. 

b. Kave steps been taken to provide assuranoe that 

the established procedures are being followed? 

This question considers the extent to which the 
department is in compliance with established procedures. 
There is a procedures manual, and a random sample of 18 
employees of the department who talked with the auditor seemed 
to be informed of the methods and procedures for performing 
their duties, and they were also aware of hospital policies 
pertinent to their tasks. Choosing the payroll division as 
one of the more procedural and day-to-day operational area, 
the auditor found that there was compliance with established 
policies and procedures. Specifically, the department heads 
of the CHF sign and approve the time cards and time records 
before they are sent to the general accounting division for 
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processing. The payroll clerks use the cards and records in 
compiling the payroll for the period and to develop labor 
statistics of various types. 

Having to prepare and distribute checks (prenum¬ 
bered) for 1,400 people twice a month, the four employees of 
the payroll division are working in a pressure environment. 
They use annually about 300 overtime hours/clerk to complete 
the payroll. The reaction of those employees to the overtime 
issue was mixed. Several commented that overtime created a 
stressful environment, while others overlooked the stress in 
favor of the additional income. 

As an alternative, additional manpower (part-time, 
Accountemps, or internal reallocation) should be considered. 
It could save on labor costs and create a less stressful 
workplace. 

o. Does the department use work schedules? 

The auditor here examined if the existing work 
schedules are reliable and predictable. A simple review of 
such schedules revealed that the division managers are respon¬ 
sible for determining which jobs their employees have to 
perform. For this reason, a daily schedule of approved 
regular jobs is furnished, and an employee obtains approval 
for any job request that is not scheduled. The auditor 
compared history logs with the schedules and approval slips to 
verify that only approved jobs were performed. 
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d. Kzm ttBployMs ia naad of suporvisioa? 

In th« CHF's accounting departaent, the nine 
working supervisors have little tiae or oppozrtunity to observe 
their eaployees. Observation of eaployees on a daily basis, 
coabined with a review of supervising schedules, confiras 
this. 

The nine supervisors are not able to exercise 
continuous and close supervision over the 82 eaployees working 
in a variety of occupations at aany different locations within 
the departaent. The auditor's conclusion, however, based on 
discussions and direct observa-tion, was that there was no 
evidence that eaployees did not properly perfora their duties. 
Thus, constant supervision seeas neither practicable nor 
necessary. 

e. Is it hospital policy for all eaployees to take 

annual vacations? Xs the work of a person on 

vacation perforaed by soaeone else during their 

absence? 

These questions are examined together because 
there is considerable overlap between then. 

The auditor concluded, based on discussions with 
employees and the VP, that there is no mandatory annual leave 
policy. The existence of such policy could ensure that no one 
person continually and exclusively performs a particular 
function. If employees are required to take vacations 
annually and if some one else does their work while they are 
away, they would be less likely to be tempted to commit fraud, 
and any actual fraud would be more likely to be detected. 
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The auditor observed that there was an increased 
work load when some employees are absent. In one particular 
instance, employees noted that their inability to handle the 
increased work load due to a colleague's absence was a reflec> 
tion of inadequate cross-training. The lack of cross-training 
is contrary to good internal control practice. Formal 
employee training programs are impori:ant in hospitals. 
Explanations of the hospital's policies and procedures 
provided an understanding and appreciation among employees of 
the contribution each makes to the overall hospital. With 
appropriate training, job rotation becomes possible as a means 
of providing variety, improving employee performance, and 
adding versatility. Also, employees are motivated by the 
possibility of moving upward into positions of greater 
responsibility. The cross-training purpose is threefold: 
spreading the work load, preventing fraud, and preparing 
employees for promotion. The auditor's recommendation was 
that, since CHF is left without critical skills when an 
employee is absent, the "indispensable employee" situation can 
be eliminated through cross-training, with annual leave 
coverage providing practical experience. 

f. Are monthly purchase reports prepared? 

A fruitful point of investigation for an opera¬ 
tional auditor is the examination of the documentation that 
stimulates buying action. From interviews and direct observa¬ 
tion, the auditor found that each purchase is authorized by 
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the VP or a division nanager in the requisitioning department. 
Every purchase over $200 must be authorized by a VP. For 
purchases under this amount, the division manager has approval 
authority. They keep track of the expenditures in their 
monthly budgets. Capital expenditure purchase decisions are 
always approved by the Board of Directors under a separate 
procedure. 

The purchasing division sends a monthly list of 
the purchased items to the accounts payable division. There 
are no formal purchasing reports. A lack of such reports was 
sufficient to doc\iment this finding, which was confirmed by 
interviews with the purchasing and accounts payable division 
managers and the VP. The auditor's recommendation was to 
establish a formal purchasing reporting system to inform the 
customers (departments) about the status of their requisitions 
and save the purchasing personnel's time answering questions 
about the status. 

Another finding was that the purchasing activity 
is under the same umbrella as receiving. Because of the role 
of the receiving activity in the process leading to payment of 
vendors, it is very important that it be carried out by an 
independent receiving activity. From an internal control 
standpoint, independence from the purchasing activity 
minimizes the risk of someone in the purchasing division 
placing an order and then receiving the items and taking 
them for personal use. The auditor's recommendation was to 
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segregate the duties among the eleven people and specify their 
roles, responsibilities, and relationships among them. 

g. Do you know the total oyole times aeeded for 
inventory replaoenents, particularly for critical 
items? Have you detarminad tha laval of safety 
stock of aaoh itam? 

This section addresses two issues: how much to 
order and when to order. By using economic order quantities 
(EOQ), reorder point (REP), and safety stock techniques, the 
hospital inventory can be maintained at optimum levels. The 
department heads, based on past experience and current 
budgets, are aware of average demand and of the possibilities 
that various quantities will be used in excess of average 
demand during a given time period. Interviews with the VP and 
the purchasing division manager, as well as discussions with 
data processing personnel and inquiry about computer use, 
provided sufficient evidence to verify the finding that the 
CHF partially employs demand analysis and economic order 
quantities, reorder point, and safety stock techniques for 
many critical or high usage items. 

However, there is a lack of safety stocks and 
reorder thresholds for other items. Demand data should be 
used to set reorder thresholds for all items to ensure that 
necessary supplies are always available and to enable CHF to 
take advantage of volume discounts. 
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h. Zm thm cost systMi used in budget preparation or 
foraeasting other data? Are price oonoeasions 
eeployed in an attnpt to gain ▼oluae and 
■axiniie overall return? 

There ia a cost accounting system being utilized 
which was developed by two main vendors. Currently, the CHF 
determines its cost through a general ledger system. This 
system accumulates the direct costs, while the cost accounting 
system allocates those direct costs by service to the revenue 
centers. These centers, which include the nursing floors, the 
laboratories, the x-ray, inpatient and outpatient surgery, and 
rehabilitation, are the only centers that have prices. The 
hospital employees use forecasting data and set prices by 
using 3-5% of annual net revenue as the bottom line objective. 
Each revenue center determines its expenses, contractual 
discounts, bad debts and charity care costs and then adds its 
proportionate share of the 3-5% target profit margin in order 
to set its prices. Those prices are then incorporated into 
the price master. This price master is the official list of 
charges for services and tests. It is annually updated by the 
board of directors based on an annually assigned increased 
rate (8% increase for 1993 over 1992), determined from 
inflation and the volume of services not paid by the 
government under the Medicare program. 

CHF operates in a comparative monopoly on the 
Monterey Peninsula. The nearest civilian competition is 30 
miles away. The large volume of unpaid services (40% of total 
costs) drives the charges to paying customers (primarily 
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Insurance companies) up by 87% above the prices of the same 
services if everybody paid full price for their health care. 

i. Summary of Audit Findings 

In siimmary, the findings were as follows: (a) 
There is no control over the copying machine, (b) Everyone in 
the department has access to the fax machine, (c) An internal 
auditor has never been utilized by the hospital, (d) The 
purchasing activity is under the same umbrella as the 
receiving. (e) There are no formal purchasing reports 
prepared, (f) There are no resupply procedures for many items, 
(g) There is a laclc of cross-training and annual leave 
policies, (h) The payroll division appears to be understaffed. 
The auditor communicated these to the VP of the department. 

4. Reporting Stage 

The auditor has collected all pertinent information, 
gathered adequate evidence, and, using objective judgement, 
has analyzed the data obtained during the aforementioned audit 
stages of his model. 

The auditor's overall assessment of the department was 
positive. It is managed and staffed by high-caliber personnel 
who display a high degree of effectiveness and efficiency in 
performing departmental operations. Management's prompt and 
thoughtful response to departmental affairs evidences a 
commitment to excellence. 

Ratio analysis showed that the CHF has strengthened 
its already strong financial position over the last three 
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years. Last year, the analysis indicated that the CHF was 
very liquid and has significant additional debt capacity. The 
one area that has been unfavorable compared to the rest of the 
industry was the days in accounts receivable. CHF's ratio^ 
was relatively high through 1991, but in 1992 it has dropped 
dramatically. If this trend continues, it may be enough to 
bring the hospital below industry averages. However, the 
health care industry, in general, has seen a drop in this 
ratio during 1992 due to the increased emphasis on 
collections. 

The aforementioned findings and recommendations were 
discussed with the VP of the finance and accounting department 
in an exit interview. He agreed that these recommendations 
could improve the operation of his department. He also agreed 
that the recommendations vary with respect to the level of 
difficulty in implementation, urgency, visibility of benefits, 
required investment in facilities and equipment, and 
additional personnel entailed; these difficulties should be 
considered in deciding on a course of action. The implemen¬ 
tation of these recommendations will determine the overall 
impact of the audit on the hospital. 

Finally, with the VP's consent, the final report was 
submitted and released. The final auditors' report is shown 
in Appendix B. The last chapter will discuss the conclusions 

^et days in A/R is the amount of Net Patients Accounts 
Receivable divided by the ratio of Net Patient Service Revenue to 
365 days (or the average daily revenue). 
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and raconaandations, with a final avaluation of tha audit 
nodal. 
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▼X. COMCLOSZOVS AMD RBC0MMEMDATZ0M8 


In the previous chapters, the auditor concluded that 
operational auditing is a useful and viable tool, applicable 
not only to for-profit organizations but also to NFPs as well. 
It was advocated that their nanagers need some kind of system 
for the detection of potentially destructive problems and 
opportunities for improvement. Operational auditing is such 
system. Despite organizational complexity, communication 
network sizes, and financial commitments, management can 
maintain the efficiency and effectiveness of their operations 
by utilizing this technique. Of course, operational auditing 
by itself is not a panacea, nor a remedy to solve all the 
managerial problems of the NFPs. The managers of these 
organizations should adapt and utilize, in conjunction with 
operational auditing, other techniques to perform their jobs 
better. 

The research into and implementation of operational 
auditing in a particular NFP organization provided a number of 
lessons learned for this researcher. Specifically, the 
author's effort focused on developing an operational auditing 
model to cover some NFPs needs. The model is composed of four 
stages: the familiarization stage in which the auditor obtains 
a general overview of the NFP to be audited; the diagnostic 
audit stage in which auditor's efforts focus on data 







collection, analysis, and interpretion; the critical 
evaluation and application stage in which the focus is on 
areas needing further attention and which utilizes an audit 
program to fuzrther penetrate into the problem areas; and the 
reporting stage which represents the audit product by 
indicating the conclusions and recommendations. This model 
provides an auditor with a framework in which to work. That 
framework, combined with the suggested audit program, provides 
the necessary groundwork for the operational audit. The value 
of this model lies in revealing problem areas, specifically 
those that should receive immediate management attention. 
Once the basic problems have been identified and corrective 
measures taken, then the model itself should be evaluated to 
determine its sviltability and to ascertain if modifications 
are required to enhance its ability to identify problems or 
trends. The model is "not cast in stone", not a "thing unto 
itself." It is not a static tool. It is an ongoing, dynamic, 
and iterative process, a guideline that must be modified 
according to the unique circumstances to meet specific 
requirements and expectations. 

To assist in conducting an effective operational audit, an 
audit questionnaire is very useful. The questionnaire that 
this model employed provides flexibility, so that it may be 
adapted by any organization. Its inherent flexibility 
encourages tailoring and improvement, so that it fits the 
audit needs of all NFPs. Its focus is to obtain a general 
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knowledge of various aanagerial fxinctlons and identify 
problems in several areas of concern. However, the 
questionnaire need not be limited to an analysis of 
management. Professional and technical aspects could be 
included. It would be preferable not to apply a general 
questionnaire, but to construct a unique questionnaire for 
each type of NFP being audited. 

Relying on the preceding model and questionnaire, the 
author put himself in the role of the auditor and performed an 
operational audit in the Finance and Accounting Department of 
the Community Hospital Foundation. The author's belief, 
derived from the application of the model, is that there is 
evidence that it considerably contributed to improving the 
operations of this department. Although its application was 
not as fully developed as envisioned in Chapter IV, the author 
(auditor) was able to incorporate and apply the majority of 
the model. The favorable findings, with only partial 
implementation, suggest that full and complete application 
could have provided even greater benefits to the user. 

With the operational audit model described in this study 
as a guide, a prospective operational auditor, whether 
internal or external, should have no difficulty in performing 
a thorough audit. Using the suggested framework, plus the 
accompanying questionnaire modified appropriately, permits a 
systematic study of problems in all types of NFPs. Although 
operational auditing has been defined as the application of 
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conuBon sense to a business situation, the auditor does need 
some type of fomat to follow when perfoming the audit. This 
nodel, however, demonstrates that there is enough conmonness 
among client organizations to warrant the expenditure of time 
and effort to prepare an operational auditing model for most 
types of NFPs. 
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IkPPBNDZZ A 


QUZBTIONNAZRE 

This questionnaire was not designed exclusively for any 
particular organization. It was meant to serve all Not-For- 
Profit (NFP) organizations. Because of this, some areas may 
not be as applicable to your organization as you feel they 
should be. In the space below those questions, please 
indicate "Not applicable." 

If it is possible, write a short statement of why you feel 
it does not apply to you, or what alternative is being used in 
your department. Feel free to add any additional comments 
which might help me better understand your operation(s). 

Your assistance is greatly appreciated. 


THANK YOU FOR YOUR TIME 
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QUESTIONNAIRE 


ANSWER 






QUESTION 


FACILITIES 

Are the physical facilities of the department 
adequate? 

Are physical conditions of the department 
satisfactory? 

Is there an adequate amount of office 
equipment available in the department? 

Are machines and equipment being used at 
an efficient level of capacity? 

Is equipment (fax, copying machine, etc.) use 
controlled? 

Has your department developed data to 
support requests for new or expanded 
facilities or equipment as needed? 

Is the department easy to reach by the public 
and other hospital employees? 


PROCEDURES 

Is there any program-formal or informal-of- 
new employee orientation and training? 

Is there a procedures manual for the 
department? 

Have steps been taken to provide assurance 
that the established procedures are being 
followed? 

Are problems that affect work discussed with 
the department heads of the area that is 
involved? 


PLANNING & BUDGETING 

Are the objectives of your department 
formally coordinated with the overall 
objectives of the organization as a whole? 

Does the department prepare an annual 
budget? 


REMARKS 
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ANSWER 




QUESTION 


Are budgets prepared by the people 
responsible for meeting them? 

Are you satisfied with the budget approval 
process that your department goes tl^ough? 

Are written budgets changed when future 
plans are changed? 

Is your budget used to control the amount 
and rate of expenditures? 

Are actual vs. budget reports prepared? 

Does your department use work schedules? 

Is most work that is done planned and 
scheduled? About what percentage? 90% 

Is every job in progress reviewed against the 
schedule regularly? 


COMMUNICATION 

Do managers in your department generally 
feel they are provided with the information 
they need to fulfill their responsibilities and 
exercise their authorities properly? 

Are communication channels generally free 
and open? For example, can personnel 
readily obtain information from the nearest 
available source without regard to 
organization or chain-of-command lines? 

Is there an open line of communication 
between your department and the individuals 
to whom you report? 

Is the communication between your 
department and other departments 
satisfactory? 

Do you feel that you are provided with all 
information you need to fulfill your 
responsibilities? 

Do senior managers meet vrith lower levels 
on a regular basis, formally or informally? 


YES I NO 


RENURKS 



As changes/monthly 




Monthly 
Flex Dept’s 


But for the 
important requests 
only 


Through computer 
E-mail 


Unless confidential 



Monthly 
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QUESTION 


Is tliere a bulletin board available for 
communication of information to employees? 

Do you know the amount of budget available 
for each department in the hospital? 

When policy is changed; is the change 
relayed first to managers and then to their 
staff? 

Do you feel that your department has a good 
public relations image? 


PERSONNEL 

Is the department adequately staffed? 

Do department employees have a good 
attitude about their job and the organization? 

Are job descriptions available for each job? 

Are employees in view of supervision? 

Do personnel give evidence of knowing the 
organization’s procedures, policies, rules, or 
regulations? 

Do key employees have their own job 
descriptions and copies of those of their 
subordinates? 

Do the job descriptions clearly specify major 
responsibilities and authorities? 

Are all tasks necessary? 

Do you feel that everyone in your department 
has a thorough understanding of his/her job? 

Are reviews of position activities made 
periodically, and are job descriptions 
updated? 

Are employees regularly informed as to the 
state of the business, hospital needs and 
future developments? 


ANSWER 


REMARKS 
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QUESTION 

ANSWER 



1 YES 1 


REMARKS 

12 . 

Are the employees in your department and 
the other departments D^h wUch you are 
familiar well qualified to perform the duties 
that are required of them? 

X 



13. 

Are checks made to see that employees 
generally are receivmg adequate instruction 
to enable them to do their jobs satisfactorily? 

X 



14. 

Does the hospital maintain adequate 
personnel files; that is, is a record kept for 
each employee on an up-to-date and 
comprehensive basis? 

X 



15. 

Is there a centralized personnel function 
through which all applicants must pass? 


X 

No personnel 
department 

16. 

Is it hospital policy for all employees to take 
annual vacations? 


X 


17. 

Is the work of a person on vacation 
performed by someone else during their 
absence? 


X 

Not necessarily 

18. 

Does the organization have any kind of 
formal performance appraisal program? 

X 



19. 

Do you know how your department’s 
turnover and absentee rates compare with 
those of other departments? 

X 


Quarterly 

20. 

When a Vice-President asks for additional 
staff, is his/her request evaluated on its 
merits as well as on its impact on his/her 
departmental budgets? 

X 



21. 

Does the hospital subscribe to any magazines 
for the education of department employees? 

X 




PURCHASING 





Is a department or a single organization unit 
engaged in purchasing? 

X 



L 

If no, is the purchasmg function completely 
decentralized? If yes, identify responsibilities 
and describe the purchasing system used. 

X 
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QUESTION 


ANSWER 


REMARKS 





Does the present degree of centralization or 
decentralization of purchasing appear 
justified? If no, list reasons why. 

Are there written purchasing policies? 

Have purchasing procedures been 
documented? 

Does the purchasing department actively 
pursue cash discounts? 

Have purchase quantity levels been 
established in connection with inventory 
control to assure economic ordering? 

Have dollar-purchase approval limits been 
established? 

Are there uniform purchasing standards for 
the hospital, so that all departments are 
treated equally? 

Do purchase orders normally include prices? 

When inventory is ordered, is consideration 
given to large enough quantities that might 
result in cost sa\ings? 

Do you make purchases from several sources 
to ensure a steady source of supply? 

Are monthly purchase reports prepared? 

Do you know how these reports are used? 
Who uses them? How? 

Are purchase orders blanks prenumbered? 

Are only department heads (or other 
designated persons) permitted to requisition 
materials? 

Has an evident timetable been established 
for routine ordering of supplies by the 
departments, so that the work of filling 
orders can be distributed throughout the 
week? 





Not necessarily 


Not prepared 
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QUESTION 

ANSWER 



^^VE^ 

NO 1 

REMARKS 

G. 

INVENTORY CONTROL & 
MANAGEMENT 




1. 

Do you feel that there are adequate controls 
for getting received materials to where they 
are needed in a timely fashion? 

X 



2. 

Are there adequate records to trace material 
from the time of its receipt until it reaches 
the accountable user? 

X 



3. 

Do adequate procedures exist for handling 
damaged materials? 

X 


Purchasing Agent 
responsible 

4. 

Do you know the total cycle times needed for 
inventory replacements, particularly for 
critical items? 


X 


5. 

Have you determined the level of safety stock 
for each item? 


X 

For most common 
ones - yes 

6. 

Are physical inventory checks conducted on 
an interval basis? 

X 


Quarterly 

7. 

Does storage space appear adequate? 

X 



& 

Do you maintain thorough life-time records 
of accumulated costs for all plant and 
equipment items? 

X 



9. 

Are items that are radioactive, perishable, or 
require controlled temperatures always 
delivered immediately to the user? 

X 



H. 

COST & PRICING 




1. 

Can your department reasonably estimate the 
cost of a job or process before it is begun? 

X 


NA to Hosp. 

2. 

If yes, do cost estimates show both hours & 
dollars? 

X 


NA to Hosp. 

3. 

Are actual costs reported? If yes, are they 
compared vnth estimates or standards? 



NA to Hosp. 

4. 

Is the cost system used in budget preparation 
or other forecasting data? 


X 
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QUESTION 


ANSWER 


REMARKS 





Are the organization’s prices less than the 
prices of oUier local hospitals? If no, are 
they equal to or higher than other local 
hospital prices? 

Is cost-plus the only criterion used to set 
prices? 

Does the organization monitor competitive 
prices on a frequent basis? 

Are price concessions employed in an 
attempt to gain volume & maximize overall 
return? 


RISK & INSURANCE 

Are all tangible assets, fully insured? 

Are risk reduction possibilities made known 
to management? 

Are claims handled quickly and efficiently? 

Does the person who handles the insurance 
negotiate with more than one company when 
arranging insurance coverage? 

Does your organization have adequate 
insurance coverage to meet the inflated cost 
of replacing its tangible assets? 

Does your organization have adequate public 
liability insurance? 

Are deductibles used in your insurance 
policies? 

Are key personnel of your organization 
covered by life insurance that protects the 
organization in case of their demise? 

Has your organization considered a variety of 
insurance plans as part of fringe benefits for 
your employees? 

Are there coinsurance clauses in your 
policies? 



No discounts ^ven 
other than gov’t 
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AFPnDZZ B 


BUDZT0K8' UPORT 

This report is addressed to the Vice-President (VP) of 
Finance and Accounting, Coamunity Hospit^' Foundation (CHF). 
The operational audit node! that was designed and used by the 
auditor encompassed the following functional areas of the CHF: 
facilities, procedures, planning and budgeting, communication, 
personnel, purchasing, inventory control and management, cost 
and pricing, and risk and insurance. 

The Finance and Accounting department and purchasing 
division were selected for an in-depth study. This report is 
limited to problem areas encountered in those two areas. 

The operational audit involved interviews with management 
personnel. The auditor also reviewed and evaluated appropri¬ 
ate documents, files, reports, systems, policies, and proce¬ 
dures. After objectively evaluating the data obtained during 
the Diagnostic Audit Stage of the auditor's operational audit 
model, ccnclusions and recommendations were developed and 
discussed with the VP of the accounting department. The 
accounting department concurred with these findings and 
recommendations. 
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riadings and Raoonandations 


This report Includes reconmendations based on the 
auditor's judgement that would most likely bring about 
improvements in the operations of the accounting department. 
It should be noted that the recoiuaendations vary with respect 
to the level of difficulty in implementation, urgency, 
visibility of benefits, investment in facilities and equip¬ 
ment, and additional personnel entailed. These difficulties 
should be considered in deciding on your course of action. 


Speoifio riadings 


1. A monthly tabulation of copy machine use would help 
determine whether a problem exists. If there is 
wasteful usage, some control should be placed over the 
use of the copying machine. 

2. No records are kept of the reason for sending faxes. If 
a permanent record was required, the number of unneces¬ 
sary faxes might be reduced. Create a record of usage 
by putting the cover sheets in a box next to the fax 
machine. 

3. An internal auditor is not utilized. The accounting 
department may consider using the internal auditor to 
examine the problem areas identified in this report. 
The external auditors satisfy external reporting 
requirements and regulatory needs. Filling an internal 
auditor's position will help the accounting department 
be more efficient. 

4. The purchasing activity is \mder the same umbrella as 
receiving. Segregate these duties between different 
people. 

5. There are no formal purchasing reports prepared. The 
purpose of these reports is to keep the customers 
informed about the status of their requirements and save 
time for the purchasing personnel in answering questions 
about requisition status. 


118 








6. There are no resupply procedures for many items. Demand 
data should be used to set reorder thresholds to ensure 
critical supplies are always available and enable CHF 
to take advantage of volume discounts. 

7. The lack of cross-training and mandatory annual leave 
policy is contrary to good internal control practice. 
CHF is left without critical skills when an employee is 
absent (leave, emergency, termination). The "indispens¬ 
able employee" situation can be eliminated through 
cross-training, with annual leave coverage providing 
practical experience. 

8. Possible understaffing of the payroll and benefits 
division is indicated by excessive overtime for 
accounting staff. Additional manpower (part-time, 
accountemps, internal re-allocation, new full-time 
staff; as appropriate) could save on labor costs and 
create a less stressful workplace. 

The accounting department is staffed with highly talented, 
capable personnel. However, the department could improve its 
service to the hospital. If the aforementioned problems are 
solved, the contribution of the accounting department will be 
significantly enhanced. 
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